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PROCEEDI NGS

MR. BARNETT: Good norning. M nane is M chael
Barnett. |I'ma staff attorney here at the Federal Trade
Comm ssion. | would like to welcone you to this
norni ng' s hearings, "Business Perspectives on Patents,
Har dwar e and Sem conductors. ™

This hearing represents the second of our
busi ness-rel at ed hearings dedicated to various high-tech
hardware and sem conductor industries, as opposed to
ot her industries nore adequately described as software
and Internet or biotech and pharma.

Joining me today are my col |l eagues from vari ous
government agencies and | would like to introduce Susan
DeSanti, to ny left, Deputy General Counsel for Policy
Studi es at the Federal Trade Comm ssion.

Sue Maj ewski, an econom st at the United States
Departnment of Justice, is to ny right. And then two down
to ny left is Robert Bahr, Senior Patent Attorney at the
United States Patent and Trademark Office.

Gathered with us are representatives fromvarious
conpani es as well as academ a to provide us with their
i nsi ght and experience into patents, conpetition and
i nnovation within their business or field and, hopefully,
in turn, their industries in general.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

4

In my opinion | think this is an inpressive group
of individuals who are distinguished in their fields and
" m anxi ous to hear their thoughts. Wth that, | think
we shoul d begin.

We will start by briefly introducing each
panelist and follow ng their introduction, they wll
provide a brief explanation of what their conpanies do,
or their area of expertise, to provide us with sone
perspective into their industry.

Foll ow ng these introductions, five of our
partici pants have graciously offered to provide a brief
presentation to introduce us to ideas and issues that
they find particularly relevant and inportant to the
i ssues at hand.

W will begin with three of these presentations
foll owed by sone discussion and a brief break. Follow ng
the break we will continue with two presentations
foll owed by continued di scussi on.

To ny far right is George Brunt. George Brunt is
Senior Vice President, General Counsel and Secretary of
Al catel USA and is responsible for |egal, business
devel opnent, governnent relations, and intellectual
property for North and South Anerica.

George has al so served as Vice President, Genera

Counsel, and Secretary of DSC Conmmuni cati ons Corporation,
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before it was acquired by Alcatel. George.

MR. BRUNT: Thank you, Mke. It's a privilege to
be here and to discuss patents and the convergence of
intellectual property and conpetition.

M ke asked me to give just a little explanation
of who Alcatel is. W are a global telecommunications
conpany. We're headquartered in Paris, France with an
Ameri cas headquarters in Dallas, Texas.

We make all of the equipnment that sits behind the
jack in the wall where your tel ephone plugs in: the
switchers, the routers, the cables, the fiber optics, al
sorts of tel ecomrunications equi pnent.

And 1'll go into a little bit nore detail about
what Al catel does and the comm tnent we have to
i nnovati on during the presentation.

MR. BARNETT: Great. Thank you, George. Next we
have Dan McCurdy. Daniel MCurdy is the President and
CEO of ThinkFire, a new conpany that we understand ains
to help its clients obtain returns on their technol ogy
i nvestnents through intellectual property |icensing.

M. MCurdy is the former President of Lucent
Technol ogi es' intellectual property business and he has
wor ked for I BM and Siena Corporation as well.

At I1BM M. MCurdy was Vice President in charge
of the conpany's market entry into the life sciences
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i nformati on technol ogy market. Dan.

MR. McCURDY: Thanks, Mke. |, too, amvery
pl eased to be here today. |It's a subject that | have
spent probably the last 15 or 20 years in and about in
the various conpanies that | have worked wth.

I will make a couple of comments a little bit
later with respect to sone of the views on the subjects
that this panel is addressing. | look forward to the
interaction with the panel.

ThinkFire -- you put it about as succinctly as I
can -- does exactly what you have said. W forned this
conpany | ast sumrer to help | eading innovative conpanies
in the world in the licensing of their patents and
know- how.

MR. BARNETT: Thanks, Dan. Next we have Harry
Wlin. Harry Wolin is Vice President of Intellectual
Property for Advanced M cro Devices, |ncorporated.

Prior to joining AMD, M. Wlin was with Mdtorola
for 12 years where he held a nunber of positions within
its legal organization, primarily involving intellectual
property law and culmnating with his being Vice
President and Director of Legal Affairs for Mtorola's
sem conduct or product sector. Harry.

MR. WOLIN: Thank you for the introduction, M ke,

as well as allowing ne to participate in these hearings.
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7
Of course the subject matter of these hearings are very
interesting, especially being affiliated with AMD.

AMD i s about a 33-year-old conpany and we
participate in three businesses. W have got a flash
menory business. W have a new business we're just
trying to get off the ground, which is really enbedded
m croprocessors for wirel ess-type devices. And then our
flagshi p business is participating in X86 m croprocessors
for the personal conmputer and server markets as well as
ot her chips that are needed for those types of platforns.

We are a conpany that had $4.6 billion in revenue
in 2000 and $3.9 billion in revenue in 2001. CQur big
claimto fame there is we only shrunk at half the rate of
the rest of the industry. | look forward to discussing
t hese i ssues. Thank you.

MR. BARNETT: Very good. Thanks, Harry. Next, to
my far left, is Rosemarie Ziedonis. Rosemarie Ziedonis
is an Assistant Professor of Managenent at the Wharton
School of the University of Pennsyl vani a.

Her research interests are in the area of
intellectual property rights and corporate strategy in
hi gh-technol ogy i ndustries and she's currently working on
assessing the inpact of stronger intellectual property
rights on firmstrategy in the U S. sem conductor
i ndustry and other research projects.
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MS. ZI EDONI'S: Thank you for letting ne join the
panel and | look forward to sharing sone insights of sone
| arge scale enpirical studies that | have been doing both
on ny own and also in collaboration with Bronwn Hall out
at Ber kel ey whom you heard from on the previous panel.

So thank you for the opportunity.

MR. BARNETT: Thank you. Next we have Gary
Zanfagna. Gary is the Associate General Counsel for
antitrust at Honeywell International. Before joining
Honeywel | , M. Zanfagna was Assistant Director for Policy
Pl anni ng here at the Federal Trade Commi ssion in
Washi ngton, D.C.

At the Conm ssion he was one of the principal
aut hors of the FTC and DQJ "Antitrust Guidelines for
Col | abor ati ons Anmong Conpetitors”™ and was instrumental in
witing the FTC staff report titled, "Anticipating the
21st Century: Conpetition Policy in the New Hi gh-Tech
G obal Market pl ace.” Gary.

MR. ZANFAGNA: Thanks, Mke. 1'd just like to
t hank you and thank Susan for the opportunity to be back.
It's a pleasure to be here today, and | appreciate the
opportunity to participate in the hearings on behalf of
Honeywel | .

| am Associ ate General Counsel for Antitrust at

Honeywel | . Honeywell is maybe a little broader than nost
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conpani es here. It's a $24 billion diversified
corporation, a technology and manufacturing conpany. W
serve custoners worl dw de.

We're involved in hone building controls. W're
i nvol ved in autonmotive products, specialty chem cals,
fibers, plastics and electronic materials.

We do al so participate in the sem conductor
industry in certain discrete or specialized areas. In
addition, | look forward to tal king nore about what we do
and our view on conpetition and intellectual property.
Thank you.

MR. BARNETT: Very good. Thanks, Gary. Finally,
we have Richard Thurston. Dick Thurston is the Vice
Presi dent and General Counsel of Taiwan Sem conduct or
Manuf acturi ng Conpany Limted.

Before com ng to TSMC he pursued an international
intellectual property-oriented practice at Haynes and
Boone in Dallas, Texas and at Texas |nstrunments.

Ri char d.

MR. THURSTON: Thanks, M ke, for the introduction
and especially for the invitation to conme all the way
from Taiwan to participate in this norning's hearing. It
is a great honor and pl easure to be here because this
topic is extrenely inportant to ne.

| have spent about 25 years working in this area
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but also it's especially inportant for our conpany which
takes great pride in being a mpjor technol ogy | eader. |
think it builds products for, | think, all the conpanies
here at this table in one way or another.

And we are also here because the U S. |aw and
U S. market is extrenely inportant to us. Over 60
percent of our custoner base are U.S. conpanies, |largely
a conmbi nation of fabless conpanies.

Over 175 fabl ess conpani es have been our

custoners as well as the IDMs, integrated device

manuf acturers, which we'll talk nore about later. W
al so had a great year in 2000, about $6 billion in
revenue.

It dropped of a little bit |ast year although we
were fortunate to turn a profit every quarter. This year
is looking to be a strong one for us and hopefully, if we
don't get into too nuch litigation over patent issues,
we'll turn a profit again. Thanks.

MR. BARNETT: Thanks, Dick. Now, we'll begin with
a few presentations from our panelists, and we're going
to start with Rosemari e Ziedonis, who's going to give us
an idea of what she's found with her research on various
i ndustri es.

MS. ZIEDONIS: As | said, it is a pleasure to

have the opportunity to present sonme work today. M ke
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was ki nd enough to call me and ask ne to kick off this
panel by perhaps setting the stage with establishing sone
general trends that have been going on in patenting. W
hear a | ot about the explosion in patenting. Well, how
does that conpare with R& trends over the past two
decades that a |lot of us have been scratching our heads
about ?

VWhy is sem conductors different? And I1'd like to
spend a bit of time, after l|laying out these general
trends, focusing on the interesting and al so different
roles of patents even within one industry like
sem conduct ors.

And buil ding on a comment that was previously
made, the role of patents for manufacturing firms versus
fabless firms, as I'll call them these specialized
design firms, can be quite different. And | think that
it's inportant to keep that in mnd. So | want us to
t hi nk about that as we continue through my presentation.

Now, the insights fromtwo recent studies
include, as | said, work in collaboration with Bronwyn
Hal | that was published in the Rand Journal | ast year so
"' mgoing to be summari zing some of the main findings
fromthat study and also recent work that | thank the
Nati onal Academ es and the Step Board for conm ssioning

me to really trace, for about a 30-year period, patterns
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12
of patent litigation in sem conductors.

And here I'mmainly tal king about dedicated U. S.
sem conductor firms but obviously conpanies |like TSMC and
the like are on receiving or giving ends of that
particul ar sanple. So sem conductors is an interesting
setting to think about this role of patents and what
pur pose does it serve in either stinmulating innovation or
not ?

| want to point out two things. One is that the
Yal e survey, the Carnegie Mellon survey, has consistently
poi nted out that if you interview or survey R&D | ab
managers across industries, representatives fromthe
sem conductor industry report that patents are anong the
| east effective mechanisns to appropriate returns from
R&D.

I nstead, we're tal king about |lead tinme, secrecy,
conpl ex manufacturing capabilities. W have other ways
of profiting fromR& and we don't rely solely or largely
on patents.

This is a consistent finding fromthese surveys.
The first one that was adm nistered in the 1982-83 tine
period and the second one that was adm nistered in 1994
after many of the pro-patent policies, as many of us cal
it, have taken pl ace.

And despite that, you see that over a period of
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13
the 1970s through -- and this drops off in '93 -- an
expl osi on of patenting relative to R& spending in the
sem conductor industry.

So one of the main things that we should | earn
fromthis particular slide, what we've done here -- this
is fromthe paper with Bronwn -- is we tried to weight
this explosion, this growth in patenting, by industrial
R&D spendi ng.

So the red line that you see that's a fairly flat
line, slight decline from 1979 through -- the best way to
end this is "93. Forget the drop-off. |It's because of
data issues.

But you see that overall, with U S
manuf acturing, that the patent growth hasn't been
di sproportionate relative to R& spending. Part of that
is because of an explosion and an increase in R&D
spending in pharmaceuticals and the |ike that has
certainly outpaced any growth in patenting during this
peri od.

So the red line is really -- well, overall for
U.S. manufacturers, patenting has grown but so has R&D
spending. Now, if you |look at the blue |ine, these are
dedi cated U.S. sem conductor firms and you'll see that
around the m d-1980s we have a sharp increase in
patenti ng per R&D doll ar.
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So if you think about any mlIlion dollars spent

in R&D, nore effort is generated, nore resources, nore

time filing -- and these are applications that have been
granted -- and obtaining U S. patents. The black |ine,
you'll notice, is conputers. It follows a simlar tine

trend but not at as high a |level as what we see in
sem conductors.

Now, our study ended around the 1995 period, and
in case you think that this kind of aggressive patenting
by sem conductor firms has gone away -- well, | can tell
you, just for our sanple of about 130-sonme U.S.
sem conductor firms, including conmpanies |ike ANMD,
excluding nore diversified conpanies |ike a Honeywell or
an | BM or Motorola -- just looking at the dedicated firns
you'll see that from'95 to 2000 the number of U. S.
patents awarded to these conpanies has continued to
escalate. We do not have a slowi ng down of what has been
an upward trend.

So what's driving this surge? That was the main
guestion of a conplicated study that | refer you to.

Here | just want to highlight a few main points.

In the study with Bronwn we focused on what
m ght be the first obvious things you would | ook at.

Well, maybe we've just gotten better at managi ng R&D | abs
so that we are just nore productive for any dollar that
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we're spending in R&D. We found little evidence that
that was the case. W know that sem conductors has been
an area where it has been fuel ed by technol ogi cal
opportunities and wireless comunications and the
| nternet wave and a | ot of other opportunities along the
way .

We saw little evidence that that explanation was
what was driving the surge and our main concl usion from
the study was that these broader changes in the patent
| andscape in the United States have fundanentally
affected the patent strategies in this industry.

There are two kinds of related and interrel ated
aspects that are conplicated to tease apart. One is what
we have referred to as this pro-patent strengthening of
patent rights -- translated, this neans higher
probability of receiving large fines if you are found
guilty of infringenent, the shift in the evidentiary
st andards of invalidating patents, and a series of other
reforms and policies set in place by the Federal Circuit
Court.

The second one that | bulleted here is that
per haps that alone wouldn't have fueled all of this
i ntensive patenting, but we also have sonething el se
going on, which is that it's fairly easy to get patents
com ng out of the patent office, at least this is ny
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16
understanding. This is not my area of practice.

But consistently in the interviews with folks in
the industry | was like, "Well, you know, if we had to
change one thing let's just nake it a little bit harder
to get all of these very trivial inventions com ng out
fromthe patent office.”" So those two things, | think,
are goi ng on.

There are very different strategic inplications,
however, for firms within the industry. Renenber, | said
at the beginning, two very different types of firnms
within, as we call it, the U S. sem conductor industry.
One, think of those that are operating $2.5 billion, $3
billion manufacturing facilities that integrate very
conpl ex technol ogi es. Those are manufacturers. And then
we'll think a few m nutes about the different
inplications for design firns separately.

So these manufacturers, the ones that own these
conpl ex expensive facilities, their main reaction
according to our results was that, "Boy, if you're
strengthening the rights of patent owners, we're now
concerned about being held up by those patent owners."

So we want to basically preenpt litigation,
preenpt the use of external rights against us. W're
going to patent so that we exclude others before being
excluded ourselves -- a very defensive tone to the use of
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17
patents. W're going to value owning these patents
because we need themto trade, either in cross-|license
agreenents or |icense agreenents. And as soneone trained
nmore on the econom c side, | started out this being a
little suspicious and asking why would quantity matter?

| nmean, surely the quality of the portfolios --
it's well, quality matters, but quantity matters too. So
there is this notion of the quantity of the portfolio,
size of the portfolio actually being of sone econom c
value in these |license exchanges.

And then finally, we see this showing up in
i nproved internal nmanagenent. This was not unusual in
sonme fields, nmore unusual for the tier of conpanies that
we were tal king about in sem conductors. A |ot nore
attention paid to how do we generate, harvest, patentable
inventions internally. So is it the establishnment of
t hese advocacy committees, nore attention to really
identifying discovered inventions that would qualify for
patents, and then, finally, supplenenting that with
annual goal s and awards?

A very contrasting view, if we think about the
perspective of specialized firms that |ack manufacturing
capabilities of their own, that contract out those with
conpani es such as TSMC and rely critically on patents to
raise capital, especially in the start-up phase.
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Here, the reaction to this stronger patent regine
was, that is fantastic. We rely on bulletproof -- we're
not going to play the kind of get-as-many-patents-as-we-
can gane.

We want very strong, solid patent protection to
rai se venture capital, to stake out these proprietary
rights -- not necessarily against incunbent firnms but
agai nst other niche market rivals, and Ethernet cards,
and i nput/out put devices and the like -- and then an
intentional strategy towards enforcing these rights. One
of what, | thought, was a surprising finding in nmy work
for the National Academ es was that these specialized
firms are enforcing their rights at a rate that | ooks
remarkably |i ke the specialized biotech firns.

So four out of every hundred patents that they
own end up in court. That's actually a very, very high
nunmber relative to other industries and within the
sem conductor industry.

However, one thing that | had noticed just from
field interviews is that there was nore attention towards
this patenting defensively and beefing up of portfolios
as the revenues increased and as the conpani es grew
older. So, in summary, sem conductor firms do not rely
solely on patents to capture the returns from know edge
assets. We know that fromthe surveys that Rick Levin
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and ot hers have set forth before us.

However, many conpani es operating in this area
can't afford not to patent, but for very different
reasons. For manufacturers these are strategic assets
used in cross-licensing, used defensively, which we my
want to think about fromthe policy perspective. For
design firms, however, these are critical business assets
in a way that, in ny opinion, the patent system was
really intended to operate.

Emer gi ng i ssues or at |east questions that I
would like to pose that I"'mstill westling with and that
| would pose to the panel, how long will this upsurge in
patenting continue? This is a costly exercise. There is
sone indication that firns are turning nore to defensive
publications nmuch |ike |IBMused, the old technical
bull etins and the like, but there is also this economc
cost perhaps of doing that because of foregoing the
| everage in negotiations.

The second point that, | think, is perhaps nore
closely related to antitrust issues is how exactly are
firms navigating these thickets of patents that have been
i ssued? And this gets, obviously, at the interface of
i nnovati on and then conpetition and cooperation on the
other hand in terns of patent pools, cross-Ilicensing
agreenents and the like. And then finally, the question
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that is still not clear is whether, on net, the surge in
patenting is truly good or bad news for innovation in
this industry as we see it being chall enged now with
research tools and genom cs and software which we'll be
di scussing later on this afternoon. Thank you.

MR. BARNETT: Thank you, Rosemarie. We're going
to nove on to another presentation. |If | could get you
to close -- there we go. We run a danger of the | aptop
crashing if each person doesn't close out their
Power Poi nt after they're done. | think at this point
we're going to hear from George Brunt.

MR. BRUNT: It's a privilege again to be here
today and to address these issues. | want to go a little
bit nmore in depth into Alcatel and what Alcatel is.
know that it's not a household nane yet in the United
States but | think it's rapidly becom ng one.

What we do is we do design. We do have sone
sem conductor activity but largely our activity is in
t el ecomruni cati ons, which consists of sem conductors,
conputers and networks.

And we design, devel op, build and market
i nnovative networks and solutions for our
t el ecomuni cati ons custoners. Qur goal is to enable any
type of content to be delivered to any type of custoner
anywhere in the worl d.
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Basically, our strengths are our gl obal presence,
conplete portfolio of all the tel ecommunications
equi pnment that you could want, and the ability to
integrate this equi pnment into networks throughout the
wor | d.

This is a slide we don't often show the Justice
Departnment but we are the nunmber one service provider in
infrastructure worldw de. We're nunber one in broadband
access, number one in global optical transport.

In ATM we' re nunber two worl dw de, nunber one in
contact centers worldw de. These are custoner contact
centers for conpanies who want to have a custoner call-in
center. We're nunmber one in DWDM and SDH, worl dw de, and
a leader in intelligent networks. W' re nunmber four
worldwi de in satellites, and we're a |eader in enterprise
sol uti ons.

And so we really do have quite a presence in the
t el ecomruni cati ons industry worldwi de. Qur roots cone
fromthe same place that AT&T's and Lucent's roots cone
from And in teleconmunication we're basically what was
the old International Tel ephone and Tel egraph, or |TT.

So sone facts and figures. Basically, we're
around $24- $25 mllion in annual sales. W invested in
t he year 2001 11.3 percent of our revenues into research
and devel opnent. So we're very conmmtted to research and
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devel opnent and to innovation. W have around 100, 000
enpl oyees worldwide. We're in 130 countries and we have
over 22,000 engi neers.

You can see by this chart the different areas
t hat our business is focused in. Carrier networking is
45 percent of our business. Space and conponents is 12
percent, and e-business is 14 percent, and optics is 29
percent .

Qur custoners run the ganut of anybody who is
trying to establish a communi cati ons networ k whet her
their carrier is nmobile operators, nobile phones, fixed
line proprietors, data providers, voice providers -- and
we have custoners all over the world.

And nost of the conpanies that nake up Al catel

have been hone grown in their home country. And that's

true with the United States, too. The conpanies that are

here, the Alcatel conpanies that are here, are conpanies
t hat have grown up here.

Optics | use as an exanple, sone of the
i nnovation that we do and the breadth of what our
i nnovation is addressing. Both network intelligence,
which is becoming nore and nore inportant, network
solutions, terrestrial systens, submarine systens. W
al so make the fiber cables and the optical conponents
that go into the system
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We believe that this is an evol ving systemthat
the eventual answer will be a fully optical swtching
photonic, era, but there are sone steps we have to go
t hrough to get there and we serve all of those |evels,

i ncludi ng ADSL and broadband, that are part of the
m gration path.

And there's a |l ot of innovation and there's a |ot
of devel opment |left to be done. One of the main things
driving us today are our costs. And so we're trying to
address our custonmers' issues by providing nore for |ess.
And these are the research and devel opnent centers that
we have around the worl d.

So to get on to the topic that we're addressing
here today, innovation is one of the core val ues of
Al catel. We have 6,000 patent famlies, 22,000
i ndi vi dual patents worldwi de. They're in the various
di fferent areas that we have been di scussing.

We al so concentrate heavily on trade secrets. |
think it's a good thing that the Departnment of Justice
and the FTC is taking an interest in this because | think
there's a |lot of innovation yet to cone.

We spend around $3 billion a year in innovation
and if it weren't for patent protection and for trade
secret protection of the intellectual property rights, we
could never get investors to allow us to spend that much
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of their hard-earned noney on research and devel opnent.

Pat ents have proliferated over the years and |
think one of the things that is of interest to this panel
is what's causing the increase. And | think it's just
because we're in the information age. There is a | ot
nore information. We can nore easily identify the
probl enms that need to be addressed and there's nore
peopl e working on the problens.

| think that this is the greatest stage of
i nnovation and it's in front of us not behind us. Even
t hough we have experienced great innovation in the |ast
few years it will accelerate. And so, it's justified
what we're doi ng here.

The foundi ng fathers knew that great strides
woul d be nmade in society if innovation and di sclosure was
encouraged and that's the purpose of the | aws.
| nnovati on had been protected by trade secret |aws and
that's old. W have cases going back to Roman tinmes for
i nevi tabl e di scl osure when they woul d protect enployers
fromtheir enployees |leaving with their ideas.

In order to coax conpanies to rel ease these ideas
and to allow themto be practiced in the public, the
Constitution has granted sone exclusive rights to
i nventions and innovations. And | believe it was
divinely inspired in our Constitution and that's one of

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

25
the great things that has nmade the United States advance.

Pat ent uncertainty, we still have problens with
it. The process, | think, is too slow. Far too many
patents fail for lack of validity. And this is one of
the things that's causing the cost of litigation and the
waste that goes on in the process. W figured that to
mai ntain a patent worldw de over a period of 20 years it
costs about $200,000. Therefore, patents are assets that
suck noney out of the systemunless there's a |licensing
program that brings the nmoney back in.

And so that's one of the reasons why you see nore
patenting and nore enphasis on licensing and on m ni ng
the value of your patent portfolio today. Litigation is
al so very expensive.

There are sonme new conpani es energi ng with what |
think is a shortsi ghted patent philosophy. These
conpanies live to exploit innovation from conpani es that
t hey acquire through marketing schemes and don't rely so
much on | P.

But | think it's shortsighted because if
i nnovation isn't protected, they're going to run out of
conpanies with innovations to exploit. And this chart
kind of shows you in a way sonme of what they call the New
Worl d conpanies or .com conpani es have a different view
of IP. But |I think that this is shortsighted because it
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doesn't result in a reinvestnment in research and
devel opnent .

Trade secrets are also inportant. Particularly
in times when patents can't be counted on to be
enforceabl e conpani es hold onto their innovations by
trade secrets. So common |aw trade secrets have been
enforced throughout time. |It's an inportant property
right.

The very adoption of patent |aw to encourage
di scl osure recognizes the |law of trade secrets. And it's
in the | aboratory where nost innovation takes pl ace.

We've had a hard tinme at Alcatel in keeping our
i nnovations in our |aboratories and patents have not been
effective for us to protect those innovati ons because
they wal k out the door far before the patent is avail able
to hel p us.

Patents don't become effective until issued. The
patent issuance process takes a lot of time, and if a
group of enployees working on a specific project |eave
our lab and go out -- are funded by venture capitalists
to start another conpany that's going to do the sane
thing that they were doing in our lab -- then we run into
sonme severe problens.

We have to use trade secret |laws to protect

oursel ves and patents are inadequate there. And it's

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

27
different in each state, so | would really encourage the
adoption of a federal trade secret |aw because it's the
precursor of patent |aw.

The other aspect that | think is very hard to
realize is the value of patents, and the val ue of
i nnovation to our society. |It's hard to think in the
billions and trillions. And that's what it costs to
i nnovate and we need the protection that allows us to
continue with this innovation.

Basically, | think that it's very inportant that
we resolve the uncertainty in the patent and the
trademark system and that we continue to uphold it
because | think it's the basis of innovation in our
soci ety and responsi ble for the great advances that have
been made in the last 150. Thank you, very nuch.

MR. BARNETT: Thank you, CGeorge. Next we're going
to hear from Richard Thurston at TSMC.

MR. THURSTON:. Good nmorning again. It's a real
pl easure to be here and it shows what a small world this
is. | traveled all the way from Taiwan to follow a
fell ow Texan, that | live in the sanme comunity in which
he lives and have had a close working relationship with a
| ot of his executives over the years, before | noved out
to Tai wan.

As you heard, I'mwith TSMC, again, also not a
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househol d nane al t hough nost of the products that are in
your househol d have contai ned products that were built by
our conpany for our custoners.

We are a young conpany, only 14 years old, having
been established back in 1988 in Taiwan as the really
first contract manufacturer in the sem conductor
i ndustry. We have grown to be the world's | argest
foundry in this business and take great pride in our
t echnol ogi cal acconplishnments.

Today we are in full scale manufacturing of
technol ogies at the .13 micron |level which is a
significant factor in the ability to have a | ot of
t echnol ogi es at your home which you enjoy, which your
ki ds enj oy, such as Xbox. Invidia is a major custoner of
ours and has been a major enabler of products such as
t hat .

It's been also an interesting career for nme
because | had the honor of being at the dawn of creation,
so to speak, when | joined Tl in 1984 and was actively
involved in a lot of the strategy that went into our
i censing program especially as concerns Asia. | was
Asi a- Paci fic regional counsel at that time, lived in
Tokyo from'87 through '90, and was actively involved in
much of what we were doing out there.

At that point in tinme, as has probably been well
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witten and maybe ny friend and former coll eague, Fred
Tel ecky, talked about it at the |last hearing in
California, that Tl really entered upon the program out
of necessity, out of survival.

We were really dying in many ways, | ost
conpetitive edge, not just because of the Japanese
dunpi ng but because of a |lot of factors, but nost
inportantly felt that we were not obtaining a fair return
on our investnent in the technol ogy market and
particularly when you | ook at the |evel of research and
devel opnent that went into sem conductors at that tine.
And that has only exponentially increased today.

And, in fact, Rosemarie, the average price of
building a 12-inch wafer fab, the npost advanced, is in
excess of $4 billion today. That's how much it costs for
us. We're building two of those facilities right now.
Intel, I1BM are anong the |ast of the generation that are
bui l ding such facilities that are very inportant to the
survival of the sem conductor industry. Qur greatest
fear is also what's | oom ng on the horizon across the
Taiwan Straits, and for many reasons, cheap manufacturing
costs, but also still a l|ack of consideration given to
intell ectual property issues.

In fact, we have initiated some significant trade

secret cases in Taiwan, and | agree with my col | eague
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CGeorge about the inportance of trade secrets. And
perhaps in many ways in the future I would encourage FTC
and Justice to look nore at that. And it nmay be a way
also to elimnate some of the backlog at the patent
of fice.

We are a process manufacturer. We do not do the
desi gn work of the sem conductor chips. W leave that to
AMD and Honeywel| and Alcatel and others. W build the
manuf acturi ng processes, and therefore, as in nost
process-oriented conpani es, the manufacturing trade
secret value is fairly significant.

TSMC today has over 3,000 patent applications
t hat have been filed in the U S. Nearly 2,000 have been
i ssued. Two thousand five hundred in Taiwan, and then
maybe anot her 500 around the rest of the world -- 1'Il go
into that next as to sone of the rational e behind our
prograns and then hopefully save the rest for discussion.

| would add, Rosemarie, that | concur w th nost
of your comrents and would certainly be glad to expand on
it fromour position as a foundry. Also, we are
fortunate to have unique insight into the fabl ess design
conpanies as well as the IDMs thensel ves since nost of
t hem or many of them are our partners.

As we saw from George's presentation the founding

fathers had a very specific view of what the patent
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cl ause should look like. | have prepared a ten-page
paper that | have given to Mke that will be published
that goes into a little bit nmore of the founding fathers
t houghts. | have done a |l ot of research in this area as
well as a lot of the issues behind TSMC and our
perspective on sem conductors and patents and
intellectual property.

Needl ess to say, Jefferson, Mdison, Pinckney and
others were initially strongly opposed to providing any
patent nonopolies in the United States because they
feared that it would [imt innovation.

There is extensive discussion in their papers and
also in the Federalist Papers, particularly 43, on the
t hi nking behind finally accepting a patent clause.
Looki ng at the objectives and goals that TSMC has, we
have heard a nunmber of those from George, but first and
forenpbst is to manufacture securely and freely, not to be
shut down.

We want to sustain conpetitive advantage. W
want to enhance our gl obal imge, provide the customers
val ue- added and | everaged access to third parties.

And we do a lot of joint devel opnent work which
is also relevant to this topic and |I can tal k about that
nmore i n discussion.

I ncreasingly, and one of the reasons | was hired
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istotry to help mnimze patent infringenent, liability
damages cost, particularly that which invol ves | ost
managenent tinme that you have to face as you prepare for
t hose, certainly, and when you get an infringenment claim
notice of doing the internal research and revi ew and
anal ysi s.

I ncreasi ng sharehol der val ue and i ncreasing
enpl oyee wel fare -- much nore through i nnovation
initially; today though, as we've heard, patents are
driving for a nunber of reasons. Wen we file, we have a
nunber of considerations, certainly patentability, as
provi ded for under |aw.

We do conpetitive anal yses of what our
conpetitors are up to in this area. And again, this is
| argely driven froma defensive position rather than any
of fensi ve or revenue-generating. W want to know what
potential claimnts are doing that m ght conme after us
for infringement in the process area.

We consi der our advance process technol ogy
roadmap, particularly as we have gone and we have
devel oped our portfolio, especially focused on 1.18
m cron and below. Mre patents today are going into the
.10 m cron area.

New manufacturing processes such as copper

technol ogy, titanium dioxide, et cetera, are
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consi derations; portfolio value, design around, as we
know, are | ooked at and we | ooked at other intellectual
property issues, trade secrets particularly; and finally,
desi gning our patents, our clainms and the way we
prosecute in the patent office with litigation
consi derations in m nd.

OQur efforts have been intensifying. Only a
12-year-ol d conmpany, having had issued nearly 2,000
patents in the United States is not a snal
acconplishment. We have been filing 400 to 500 a year.
Qur goal nowis to file about 500 patents a year, again,
| argely for defensive purposes. G obalization also
requires us to file nmore. Primarily, up to nowit's been
Tai wan and the U.S. However, China, as your heard, is a
maj or factor in consideration; the EU and sone in Japan.

Quantity versus quality. Quantity is a very real
factor out in the industry for defensive purposes.
Sonmetines the ability to throw 20, 50 good patents
agai nst sonmeone, that takes a tremendous time to research
on prior art, invalidity, et cetera, does enable the
scales to be a little bit better bal anced, especially as
you're playing a catch-up game in hard-court quality.

We ook at trying to | everage our portfolio in
connection with joint devel opnent products, research and
devel opnent. You have probably seen where we announced
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two weeks ago a major R&D programwith Phillips and ST

M croel ectronics. O her factors, such as defensive

position, litigation resource, et cetera, are taken in
full consideration. | nust have fallen asleep a little
bit on the plane -- patent tolling is inportant, but here

it was supposed to be patent trolling. A major concern
we have is with respect to conpanies that are no | onger
in the manufacturing business that are com ng after
conpani es such as ourselves for significant royalties.
And there's no way to defend against that. | spent a fair
amount of time in my paper discussing the negative effect
that has and the proliferation of litigation in that

ar ea.

A coupl e of individuals' names | won't nention
here but everybody knows about in the field have been
certainly significant. |In one matter right now we
entered into a |license agreenent with the "L" conpany and
we're getting sued again because they didn't |ike the
initial ternms of the license agreenent. This is a
serious problemthat we have to look at. |'m concerned
about sone of the issues that were not the intention of
the founding fathers. And, of course, we have the issue
of trying to stretch patents beyond the scope of the real
invention which is again, in part, what | just referred
to. And | also would strongly endorse trying to get nore
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resources into U. S. PTO although I'mnot sure if it
really will help in the total big picture.

| remenmber having a nunmber of discussions with
Bruce Lehman when | was at TI concerning the
expropriation by Congress of patent filing of fees and so
forth and we do not condone that. Thank you. 1'll talk
with you | ater.

MR. BARNETT: Thank you, Richard. Wth these
ideas in mnd |l would Iike to begin our discussion
portion of the hearing. Let me begin with some rul es of
t he gane.

[f, during the course of the discussion you would
like to contribute, just please stand your naneplate on
end and then we'll call on you in turn.

| think at this point I would like to give maybe
Dan McCurdy a chance to comment on sone of the things
that he's heard here. | know that he doesn't have an
openi ng presentation prepared, but I'd like to hear from
t he people that haven't had presentations so far and j ust
hear what their thoughts are on what they have heard so
far and then we'll go fromthere. So why don't we start
with Dan?

MR. McCURDY: Mke, it's true | don't have an
openi ng presentation. | do have seven points that |
would like to make that will take nme about a m nute and

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

36
30 seconds and then one question, at |east for Rosemarie
with respect to her presentation.

First, | believe as you have heard from ot hers
that the intellectual property systemin the United
St ates has served the country exceedingly well since its
i nception. It has shown amazing resilience to
accommodat e trenmendous progress in science and the useful
arts. The evolution of the system has been the key to
that. Attenpts at dramatic change such as the sui
generis Chip Protection Act have proven distracting and
unhel pful .

Second, the patent system has encouraged enor nous
i nvestnents in technology and |ife sciences, two
i ndustries with which I amfamliar. Wthout the patent
system substantial investnments would not occur -- George
al so made this point -- and technical progress would sl ow
dramatical ly.

Third, in high-technology industries, unlike, for
exanpl e, the pharmaceutical industry, patents can sel dom
be used successfully to exclude others. | think this is
a very key point.

Few i nnovations are sufficiently fundanental to
permt such exclusions. Wth tinme and noney, nost
hi gh-tech innovations can be avoi ded by engi neering
around them They are nore |ike speed bunps than

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

37
concrete barriers.

Nonet hel ess, these speed bunps can be expensive
to build, so conpanies that are net innovators rather
t han net users of others innovations pay a toll in the
formof royalties for their use of such innovations.

This royalty enhances the ability of those who are
significant inventors to continue the cycle of
i nnovation. Qur econony is the w nner.

Fourth, patents can enhance the standards
process, provided essential patents are used and
standards are |icensed under reasonable and
non-di scrimnatory ternms. Inhibiting the |licensing of
patents used in standards or requiring patents used in
standards be |icensed royalty-free would di m nish
i nvestnent in precisely the areas where investnent should
be encouraged.

Fifth, recent practices in patent creation and
patent enforcenment, such as the so-called subnmarine
patents, damage the legitimcy of the patent system
Actions such as tailoring patent applications through
continuations to place a potential |icensee's products in
direct infringement of the patent when it actually issues
do nothing to pronote innovati on.

Si xth, next to last, argunents that the patent

protection of conputer software-related inventions has
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harmed or is harm ng innovations in conputer software are
unconpel | i ng.

The United States has |ong had the nost effective
protection for conputer progranms in the world. Under
this reginme our country has devel oped the nost effective
and i npressive conputer software industry in the world.
Countries with weaker intellectual property systems in
this area have failed to nake such econom c progress.

To date, | have found no enpirical evidence,
what soever, denonstrating damage to software innovation
by the protections afforded all software devel opers. In
fact, the evidence of industry |eadership points in the
opposite direction. Lacking clear and convincing
evi dence, tinkering with the system that has produced
enor nous econonm ¢ benefits to the United States woul d be
ill-advised.

Lastly, the licensing of intellectual property,
particul arly patents and know how, is a significant
catalyst to conpetition and that enhanced conpetition is
a further catalyst to innovation.

Wth that, one question | have for Rosemarie, has
the study | ooked at all at this upward trend of patent
applications and patent issuance? Have you al so | ooked
at patents that are being dropped by conpanies at the
sanme tinme, obviously, that they're being issued? The
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burden, of course, being otherw se conpanies end up with
tens or even hundreds of mllions of dollars a year of
mai nt enance fees, and what the inpact of that has been on
a net holding by an individual conpany of a portfolio?

MS. ZIEDONI S: To answer your question honestly,
no. Those nunbers are not corrected for applications
t hat have been granted but then the maintenance fees are
not pai d.

That said, one, it can be done. It just hasn't
-- we haven't nerged that part with it. The other thing
is that a funny enpirical fact from studies that Mark
Schanker man and Jenny Lanj ouw have done sonme work in this
area as well.

When t hey have | ooked at renewal rates across
i ndustries, sem conductors and el ectronics are actually
renewi ng on a higher |evel than pharmaceuticals or other
i ndustries, suggesting that naybe some patents are being
kept alive for reasons not directly tied to the short
product life cycles that characterize the industry.

MR. McCURDY: The reason | asked the question is
it is probably inportant data to know. It's also
extrenely difficult to get. You can search it out but it
isn't sonething that in our attenpts to find the data,
and so all we have is anecdotal at best.

| know what we did at IBM | know what we did at
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Lucent, which is you | ook at IBM as an exanple for, what,
the | ast eight or nine years it's been the nunber one
producer or grantee of U.S. patents and yet the portfolio
overall has not grown all that significantly, because as
they granted patents they dropped patents. The idea

being that they want to inprove the quality of the

portfolio not the quantity of it. It's an inportant
correlation of fact. \hether it's pervasive, | don't
know.

MS. ZIEDONI'S: If | can make one clarifying
comment. The trends that | presented, those upward
trends, were sinply the nunber of successful applications
in a given year. Those were not cunul ative nunbers.

MR. McCURDY: Right. And so if you |look at the
overall size of the U S. patent, of what | call active
patents, and do a trend of that, it's also an inportant
pi ece of enpirical data to have, just to see if we know
t hat .

MR. BARNETT: On that note, | think that one thing
that we are interested in is the role that patents are
playing in a conpany's fundanental innovation decisions.
| m ght open this question up as to what that role is to
the panel. | mght start with Gary, just because |I know
t hat he nmentioned that Honeywell is such a diversified
conpany that that m ght provide sone interesting
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perspective on this.

MR. ZANFAGNA: Absolutely. Mght it make sense
for me to nmake ny two-m nute comment now as opposed to
wai ting?

MR. BARNETT: Sure. By all neans. Go ahead.

MR. ZANFAGNA: Why don't | just do that.

MR. BARNETT: Sure.

MR. ZANFAGNA: Thank you, M ke. Again, it's a
pl easure to be here. |1'mhere today as antitrust counsel
for Honeywell and that's largely the perspective with
whi ch | approach this topic of the intersection between
antitrust and intellectual property.

| did not prepare a PowerPoint presentation and
as antitrust counsel you will not see any presentation
fromme stating, "Nunber one in everything we do." | can
assure you that | take that out all the time, out of the
presentations that nmy conpany puts together. So |I'm
proud to say that today, and I will keep nmy comrents very
brief today as well.

| said before we're a |arge diversified
manuf acturi ng and technol ogy conpany. |It's interesting
to ne to be here today because we really are in many ways
quite different fromthe organi zations that are here
t oday, the conpanies that are here today. Also, we have
sonme simlarities.
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As | said before, we do participate in the
sem conductor industry. | think you mght call them a
specialty sem conductor area and | don't think I'"'mreally
here to tal k about that today. 1It's a niche market and
it really, 1 don't think, operates in the same way that
ot her industries and other businesses here are going to
tal k about.

| wanted to spend a couple of m nutes today and
it mght be a good opportunity to change the dial ogue
slightly to talk a little bit nore about antitrust and
intellectual property and how Honeywel|l and I, anyway,
see that conbi nation inpact innovation.

Let nme start with the following. As Honeywel |
fol kl ore goes, our conpany was founded and built on a
patent. In the late 19th-century, a gentleman by the
name of M. Butz invented and patented what is no doubt
famous to all of you, the flapper danper. It's a
wonderful device that nmechanically regulated the airfl ow
in a honme furnace and that permtted the coal fire to
burn all night. And in Mnneapolis, which is the
headquarters, the former headquarters of Honeywell, it
was absolutely critical at that time to keep the fire
burning. Honeywell hasn't | ooked back since then and ny
point sinply being with the endnote that intellectual
property is, in fact, in a very real sense a cornerstone

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

43
of Honeywel | .

Today and throughout the history of Honeywel |
over the |ast hundred or so years, Honeywell has
i nnovated in order to vigorously conpete in the
mar ket pl ace and service custoners. | very nuch agree
with the comments fromthe other side of the panel.

Antitrust |aws pronote innovation through free
and fair conpetition. That's ny perspective on the
world. Intellectual property rights pronote innovation
by encouraging private investnent in the devel opnent of
new and i nproved products and technol ogi es.

Wt hout the protection afforded by intellectual
property rights, Honeywell, I wll say, would not be able
to conmt the same |evel of resources to innovation
Sinply put, intellectual property rights encourage
i nnovati on by enabling sufficient |evel of return on our
i nvestment in our R&D.

Does the nature of innovation depend on or vary
by the industry in which Honeywel|l conpetes? The answer
is absolutely yes. In chem cals and pharmaceuticals, for
example, if | can just broaden the discussion briefly,
innovation is nore typically what one m ght call discrete
or distinct.

The value of a patent in these industries is

often the exclusive right to a particular chem cal or a
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particul ar blend or to a next-generation drug. Again,
these are industries that Honeywel|l participates in.

The benefit is quite clear and it can be absol ute
in those industries. 1In other industries in which
Honeywel | conpetes, such as aerospace, honme ability

controls, innovation is considered nore cunul ative or

incremental, | think, are terns that one m ght use.
Honeywel | will not patent an entire new generation
engine. |t patents innovation on a new engi ne and

patents inprovenents on an engi ne.

Simlarly with the thernostat, we don't patent
the new thernostat. W patent devel opnents on new
i mprovenents on the thernostat. So although the nature
of innovation -- and this is the point that I would want
to nmake loudly -- although the nature of innovation
varies fromindustry to industry, the fundanental role of
i nnovation is Honeywell's ability to conpete remins
const ant.

Honeywel | nmaintains and furthers its conpetitive
advantage in the marketplace, in whatever industry we're
conpeting in, all of the ones |I have nentioned, through
conti nuously devel opi ng new and i nproved products and
t echnol ogi es.

I nnovation is critical to Honeywell's ability to
conpete in the multitude of marketplaces and cross- market
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space that it does. Intellectual property protection is
at the core of Honeywell's ability to innovate.

The | evel of investnent, again, as | said before,
in innovation is contingent on our ability to earn an
expected rate of return on our investnment, on the
i nnovation that we make.

Let me just give a brief perspective on this.
Honeywel | has tens of dozens of engineers across the
country and across the world that are dedicated to
findi ng novel solutions for new and i nproved products,
mat eri al s, methods, processes.

Annual Il y, Honeywel | engineers internally submt
around 1, 000 patent disclosures. About half of those
result in patent applications before the PTO, just to
t hrow nunbers out as everybody is today.

About 80 to 85 percent of our patent applications
are granted so we're sonewhere in the range of between
400 and 500 patents a year that Honeywell is granted.

The point I'mmaking is saying that in order to
conpete, we innovate. W invest a |ot of noney in
i nnovati on and we protect that innovation through the
devel opnent of and the perfection of intellectual
property rights. 1'lIl just leave it at that.

| just think that's the starting question for nme

and that's the perspective on which I'"'mgoing to talk in
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general . Thank you.

MR. BARNETT: Well, for exanple, both George and
Di ck brought up the idea of trade secrets being essenti al
to innovation to sonme extent. And | think sone people
woul d say that those are arguably somewhat inconsistent
-- well, maybe not inconsistent, but at the sanme tine
they're different doctrines.

And so how does this conpare -- I'Il throwthis
out to the panel -- just at what tine is trade secret
appropriate and what time is patent appropriate when
you're considering a role in innovation?

MR. BRUNT: | can address that a little bit, M ke.
| think that the trade secret is the nore fundanental
right. No one should be able to force sonmeone to
di sclose their innovation. That's why you provide an
incentive for it.

But the trade secret definitely limts
conpetition in |large degree because if you never disclose
the idea, then it isn't coaxed out into the public use
and ot her conpanies don't develop to exploit the idea and
to bring the value into society that can be brought.

So | think that's why the enphasis on patents and
why the enphasis on this limted period of tine that
i nventors and authors can have sone exclusive rights to
recoup their investnent.
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Now, | think that the trade secrets are essenti al
in the early stages of innovation. And innovation is
essential for conpetition. So they do play a vital role
in conpetition because if you can't protect your trade
secrets then you can't afford to invest in innovation.

MR. THURSTON: | think you have to | ook at the
specific industry in question and it varies, again based
on the industry. An industry that's oriented toward
process technol ogy, in our case, trade secrets can becone
much nore rel evant.

The problemw th trade secrets are that you can't
use themto defend agai nst patent clains by other
conpanies. The problemw th patents is when you have a
| ot of what we call the spice rules, designs internally
for a processes, if we go for a patent in some of those,
then that's laid open ultimtely and you have issues
t here.

Design circuitry manufacturers, those conpanies'
trade secrets are not as relevant in the design area as
they are in the process area. Venture capital is an area
where, again, the start-up conpanies need to get some
protection so they're going to be relying a | ot on the
patent portfolio initially.

MS. DeSANTI: Could | just ask a follow up
question there? 1In saying that trade secrets are nore
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inportant in the process area than in the design area, is
t hat because processes are nore easily kept secret, or
what explains the different function of trade secret
protection for different industries?

MR. THURSTON: | think part of it is processes are
nore easily kept secret when you're |ooking at our
sem conduct or manufacturing processes, as a |lot of
different processes are involved. | think we have in our
t echnol ogy dat abase several thousand different processes
for each technology in a generation.

But when you look at a circuit design then you
| ook at how nuch copper you put in or how you protect the

copper or what have you, that process is inportant. And

it's harder to reverse engi neer processes. It's harder
to determ ne infringement, in fact, with the processes as
wel | .

MR. BARNETT: Dan, you had sonme comments.

MR. McCURDY: Yeah. A couple of thoughts on this.
First, the issue is always, like the rest of things in
intellectual property, very conplicated. So if you think
about a fundanental invention that is extrenmely inportant
to a conpany, let's say it's a sem conductor etch process
that's a fundanental breakthrough that can drive the
price, well, a conpany then has to think through the
foll ow ng problem
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If | keep it as a trade secret then | have
obvi ously the exclusive use of it at |east for that
period until sonmebody el se discovers it. Now, you have
the countervailing problemthat if sonmebody el se
di scovers it and you haven't published it, and you're
using it, then suddenly you're bl ocked fromusing a
process that you, in fact, discovered.

But now you can't because sonebody el se has
actually filed and there is no prior art that exists
because it wasn't published. So there's that trade-off
particularly in the technol ogy industry.

Second is that even if it's a great intervention
| frequently had people in Bell Laboratories who woul d
cone to us and say, "Look, |I've got this incredible
invention. Don't you think it's incredible?" W'"'d say,
"Yes, that's an incredible invention."

And they'd say, "We're going to patent it,
right?" And we said no. And they said, "Well, why not?
You said it was an incredible invention. 1It's going to
hel p the conpany.” W said, "Yes, it is. The problem

is, it's not discoverable.”™ And they say, "Well, what

does that mean?" We say, "Well, here's this great thing
that you did, |ike a sem conductor etch process. It
hel ps save us a lot of noney. It gives us conpetitive

advantage. We inplenent it and we go through the process
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of filing this patent application that is going to cost,
dependi ng on where we file and how | ong we can maintain
t he patents, sonewhere between $60, 000 and $200, 000.
It's issued and we can't ever figure out whether
anybody's infringing it or not."

So patents, unlike the comon belief that if you
get a patent, sonebody is going to sinmply stop working in
that area, is obviously wong. There's |ots of
infringers in the world. Sone of them know ngly and sone
of them not.

So if we can't discover it, we don't patent it
because we can't enforce it. That is, we can't enforce
the exclusion and we can't license it because we can't
prove that they're infringing. So why bother? |nportant
issues |like that that help in this distinction between
what to keep as a trade secret, what to patent. Those
are at | east sonme thoughts.

MR. BARNETT: Harry?

MR. WOLIN: | want to comrent on that |ast point
that Dan made. | think whether or not an invention is
det ect abl e should play a large part in whether or not to
keep it as a trade secret or to go ahead and file for a
patent on that.

However, | think there's a |lot of other factors
that need to cone into that. For exanple, who else is
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working in this area and where is innovation in the

i ndustry going? | my not be able to reverse engineer a
part and tell what etch sonebody is using but I'll have a
pretty good idea if | |ook at the outline of the netal

and know what the profiles fromvarious etches are, of
what people do. So it's not absolutely detectable, but
if I can get an idea and | know the industry is nmoving in
that direction, I"'mstill likely going to file for a

pat ent .

The other thing that trade secrets are really
bei ng used for quite a bit these days are to cope with
the change in enploynent. Nobody goes to a conpany and
stays there anynore. Everybody hops around and goes from
one place to the next.

So where we see trade secrets comng up nost in
our industry is in enployees junmping fromone conpany to
anot her and being able to protect those things they take
with them Back in '99 and 2000 when the startups were
really the thing to do, nobody ever went out froma big
conpany and went into a startup that was somet hing unlike
what they were doing at the big conpany, but they went
and they did what they knew. So trade secrets were very
i nportant for the big conpanies because that is how you
coul d protect those secrets and those things that people
were taking with them
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MR. BARNETT: | m ght go to Rosemarie and then we
m ght go to a break after that.

MS. ZIEDONI'S: | just wanted to underscore how a
| ot of these comments bring us back to probably what Wes
Cohen presented with the results of the Carnegie Mellon
study that he did with Dick Nelson and John Wal sh, really
enphasi zing the i nportance of trade secrets as a
mechani sm for protecting innovation

That said, | just wanted to qualify two things
com ng out of that. One is that the way that that survey
was witten and the way that sonme of this discussion is
going, it's not clear whether we're tal king about
substitutes or conplenents in the sense that what | hear
CGeorge saying is that "Well, we really rely on trade
secrets early in the process,” and then you may be
generating patents at that second stage. That's very
different from "We rely on trade secrets instead of
patents.”

So | just wanted to bring us back to the results
of the survey that was across industries and did
underscore the inportance of secrets. But we shouldn't
inply fromthat that it is a substitute nmechanism

MS. DeSANTI: Although |I guess | heard, Dan, that
part of what you were saying was in sone cases trade
secret is a nore appropriate way to protect than patents.
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MR. McCURDY: Yeah. | think there were two
el ements. One is in some cases | think that that's true
but there are also sonme risks that you run in making that
decision. And so it is always a very conplicated
deci si on based on all of those factors.

If I had to cone down to a generalization that
applies to nost of what we have done, | would agree with
Rosemarie. | think that it is nore that patents and
trade secrets are nore conplenentary than they are
substitutes for one another.

And the fact that in spite of what the
Constitution tells us and the body of |aw teaches us, the
fact is that patents sel domteach enough so that someone
can actually go out and actually do the invention wthout
sonme additional work.

| nmean, they are extraordinarily conplicated
i nnovati ons and so frequently what happens in nodern
l'icensing practice is that increasingly conpanies wll
actually license knowhow, that is, trade secret and
patents to hel p spur innovation by the potential or by
the licensee. It helps conpetition because it hel ps
ot her people enter a space nore quickly than they
ot herwi se woul d.

It helps the licensor because the fact is that no

matt er how good your conpany is sone significant anmount
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of the time you're still going to lose. And by licensing
and putting the technology into the hands of sonebody
el se with an appropriate reasonable royalty, even when
t he conpany or |icensor |loses, it w ns.

MR. BARNETT: | think this would be a good tine to
go for a break. Wy don't we neet back at 11 o' clock --
11: 05.

(Wher eupon, a short recess was
t aken.)

MR. BARNETT: We're going to go ahead and get
started. W're going to be messing with the m crophones
alittle bit. W're having sone trouble with getting
some volunme out of the ones at the table, but we're
fairly certain that Harry's over at the podiumis going
to work fine while we're working on it so we're going to
go ahead and start with Harry Wolin from AMD. And |
t hink he's ready.

MR. WOLIN: | amready. Thank you. | really have
one goal for this presentation and that's to nake sure |
don't get handed a note by Susan. | will try to nove
t hrough this quickly.

I want to change, really, the direction that
t hese hearings have been going and rather than tal k about
how many patents we have got and what we use them for,

other than to say we're as guilty as everybody el se and
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we've got a lot of them | want to talk a little bit

about standard setting in the context of our business.

And the one thing | really want you to understand

is that in the X86 m croprocessor, business standards are

incredi bly inportant because the X86 is a defined
instruction set, a defined technol ogy.

And to participate in that platformyou have to

be conmpatible with a nunber of other players that nmake up

the platform So, for exanple, there's not only the
m croprocessor but there's a chipset. There's a

not her board. There's all the buses that go between al
those parts. And they' ve got to be able to work

t oget her.

So really what you're seeing in the industry,
frankly, where a nunber of years ago there were quite a
few architectures out there, now there's really only a
couple of instruction sets. And the industry is noving
nore and nore toward the standardization of interface
speci fications.

And typically, standardization occurs in a few
di fferent ways: open bodies, that's the | EEE, JEDEC
types of standards bodies, everybody's wel come; closed
bodi es which are basically set up by certain nmenbers of

an industry group, but not necessarily everybody in the

industry gets to participate; and then de facto standards
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are set up.

De facto standards are set up in a couple of
ways. Those conpanies with market power are able to set
t hem by maki ng sonme technol ogy changes. Sonetines he who
has the best nousetrap is able to create a de facto
standard. So as with all, sonme good, sone bad.

As we all know, there are sone significant
benefits for the entire industry in creating standards
both for devel opers of the standard and for consuners.

We all know where we're going to play at that point.

Rat her than having things conpeting in the industry from
a technol ogy standpoint, we can conpete based on
performance and not have to go through the extra steps of
trying to get people to buy into the various platforns.

Does that hinder conpetition? | guess an
argument can be made there, but typically there are a | ot
of benefits and I won't go through each of them | think
this is in some handouts as well as up there for you to
r ead.

In an open standard, |ike anything else it can be
abused, but where | see the npbst room for abuse, frankly,
is in closed standards and in de facto standards just
because of a sinple point: not everybody gets to play.

So there's a ot or roomfor abuse and | don't

mean to go ahead and say that these types of standards
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are bad. [I'mjust saying there's nore room for abuse
there. So when we're tal king about closed standards,
there's a ot of things |I'm concerned about that
potentially create room for abuse.

There's typically hierarchical nenbership |evels.
We have pronoters. We have adopters. Not everybody is
treated equally, where in an open standard typically what
you have is a group that makes the rules, although
sonebody in the group may have a little nore power than
sonebody el se the group, as a whole or a subset of that
group, really gets to point out who gets to play what
role. So it's not a small group of conpanies or a single
conpany deci ding who gets to do what.

The hierarchical menbership | evels are especially
concerning to ne when not only do they tell you who gets
to do what, but everybody gets different |licensing terns.
Frankly, sone of the npbre egregious terns |I've seen in
sone standard setting bodies include a conpany that is a
pronmoter getting to license their technology on fair and
reasonabl e ternms while somebody that is an adopter has to
throw theirs into a patent pool, royalty-free. So
think that's sonmething where there's just a lot of room
for abuse and sonething that basically screans for
regul ation, frankly.

In the closed standard settings, by definition of
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it being closed, or by virtue of it being closed, you're
al ways going to have conpeting standards. So there are a
| ot of incentives for conpeting and rival standards.

And also this last bullet really goes through
those within the standards body based on the hierarchical
menbership as well as those outside, and that is tinely
access to the technology. Not everybody gets the sane
thing at the sanme tine, and that can potentially be very
abusi ve.

Talking a little bit about de facto standards, |
think it's no secret that in the PC and server
i ndustries, Intel and Mcrosoft dom nate it.

| can honestly say | have no desire -- | have
sone desire but I have no ability to put the thing up
that says AMD i s nunber one. W' re clearly nunber two in
the industries we participate in. W' re pushing to get
there but we're not quite there yet.

Basi cal |y, decisions by any dom nant firm can
often lead to de facto standards. A firmw th market
power really gets to go where they want. |If Intel in ny
i ndustry, for exanple, changes a technol ogy, they've got
a pretty good opportunity to take 80 percent of the
mar ket with them because they're an 80 percent market
player. So that's sonething that frankly scares nme in ny
position quite a bit.
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So again, | want to make the point that change in
and of itself is not anticonpetitive and is not bad.

It's just that change can be effectuated for
anticonpetitive purposes -- and | think really it's just
sonet hing we need to watch and it especially needs to be
wat ched -- by those with market power.

When we have a de facto standard because sonebody
conmes out with the best technology, | think I'd have a
very rough tinme telling anybody that that's a bad thing.
That furthers technology. |It's a good thing. Everybody
wants to see it.

And in a perfect world, that's how it works, but
let's not kid ourselves. A lot of tine standards, de
facto standards especially, are driven not because
sonebody has the best technol ogy but because they have
mar ket power to make a change.

A conpany with market power also has quite a
broad range in which they can basically abuse a standard,
both with direct conpetitors and with downstream
devel opers.

For exanple, in a software case if we're tal king
about an operating system it's very easy for the market
| eader to create a de facto standard and everybody really
has to follow along with it because they're in all the
conput ers.
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So if sonmebody has got a conpeting operating
system it's extrenely difficult to match up to the
operating systemthat's in there if they have nade a
change and that change is not shared.

The potential abuse vis-a-vis downstream
developers is a little bit different and that is, who
devel ops things that go with that software? So if there
is a discrepancy in who gets what information first, we
have quite a bit of potential for abuse there.

If conmpetitor A in the downstream mar ket gets
sonething first they can obviously come to market quicker
and get the lead in the market and have their product out
first.

If their conpetitor gets sonething six nonths
| ater, a six-nonth head start in our business is all the
time in the world. It's got the real potential of
excl udi ng sonebody conpletely from a business for at
| east a generation.

And so I"mon the sunmary. | haven't got a note.
|"m pretty much there. But | just want to really | eave
you with two points, and that is in our industries,
st andar di zati on has got significant benefits. It's a
good thing. Open standards are a great thing.

However, | think that manipul ati on of

intell ectual property based standards are sonething that
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we need to take a |look at, we need to keep an eye on and
that they cause a significant regulatory concern. No
notes. | made it.

MS. DeSANTI: Congratul ati ons.

MR. BARNETT: Thank you, Harry. | think we've got
the m kes working now, at |east to sonme extent. Well, on
that note, with the standpoint of standard setting |
m ght throw Harry's coments out to the panel with the
i dea that we've got sone other industry representatives
besi des the sem conductor industry.

And one thing I"minterested in is the role that
patents play in the standard setting process and whet her
they confromwi th the standard setting process or hinder
it or how that ends up com ng about? Does anyone have
any thoughts? Dan?

MR. McCURDY: Maybe 1'Il look at it backwards and
work our way into the standards process. | don't know
t hat conpani es necessarily innovate with the idea, at the
time that they start innovation, of driving a standard.
That is, nost technol ogists, what turns themon is the
devel opnent of technol ogy that they have know edge and
i nterest in.

And sometinmes you get really lucky and you end up
with a technology that is particularly inportant. 1It's a
br eakt hrough of sone sort. |t makes a significant
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contribution to the evolution of the technology, and it
is precisely those kinds of technol ogies that are useful
in standards processes because obviously you want the
standards at the highest possible |evel of technol ogical
i nnovation, not an increnmental bottom

So fromny perspective, if that's the objective
t hen what you end up with are practical dilemas in the
standards process. So for the nost part | think the
observations that Harry nade | agree with. | always hate
to generalize because it's a very conplicated industry.
But | think that many of the observations | would
certainly agree with.

At the sane tinme you have people who are quite
junior inside of a conpany frequently sitting in
st andards processes. They are highly unaware of a | ot of
the other activities that are going on at the conpany.
They may be highly unaware of a |lot of the patents that
exi st or the applications that exist within a conpany.
And so then you get into the practical issues which are
the conplicated ones, again, that drive this process.

No one di sagrees that there shouldn't be nasty
behavi or in standards processes. You have to avoid those
ki nds of things. Collusive behaviors are bad; all those
sorts of things are bad.

I f a conpany knows about a patent, knows
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explicitly about a patent that's in their hol ding that
affects the standard, certainly it ought to be disclosed.
But what happens in the practical scenario is where
soneone doesn't know. Those are the kinds of issues that
| think are the tough ones to conquer in this arena, but
you can't throw the baby out with the bath water.

The fact is innovations are inportant to
standards. Patents are therefore the result of that
i nnovati on and are inportant to standards. W have just
got to find rules that allow these things to be disclosed
when they are known to be sure that they are not used
agai nst someone in an unfair manner, that they are open
to all under fair and reasonable ternms. And if we do
those things | think we'll end up with a best of all the
wor | ds.

MS. DeSANTI: Well, let me ask a follow up
guestion because we heard sonme out in Berkeley about
whet her there should be a duty to disclose, which is the
practical issue that you are raising. Should there be a
duty to disclose? |Is that a practical way to go froma
busi ness perspective?

MR. McCURDY: It's hard.

MR. WOLIN; | think the answer for one who chooses
to participate in the standard -- | nean these are
voluntary bodies. People don't get dragged into them
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unwi l lingly -- there should be a duty to disclose.

The point that Dan made that | thought was very
valid is we've got portfolios of thousands of patents.
You don't know every patent you' ve got that's going to
potentially agree on the standard.

But typically in the open standards, the | EEE
JEDEC, you brought on yourself the requirenent that you
i cense under fair and reasonable, sonetines
nondi scrimnatory terms. So | don't know that anybody
i censes per patent for standards.

Typically, people will license their portfolio to
be used in the standard. | think that takes care of the
probl em somewhat, but | think, in short, you should be
required to disclose those you know about and you
probably should be required to license those that you
commit to the standard. You should not be able to cone
back for a second bite.

MR. ZANFAGNA: | would just agree with that. |
woul d just add that with a conpany the size of Honeywel |
it is not uncommon that the left hand is not talking to
the right hand. And so, | know we participate in a | ot
of standard setting organi zations all across the country,
all over the world, sonme of great significance, sonme of
m nor significance.

And it is definitely the case that while | would
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agree that it's appropriate and I woul d suggest | think
Honeywel | does try and disclose a potential relevant
technology it may not al ways be the case that the person
involved is aware of that. That's sonething that has to
be, I think, nore vigilantly addressed, quite frankly, if
it is a continuing problem

MR. BARNETT: Taking off of what Rosemarie had to
say, just about how patent trends are seem ngly on the
rise and are increasing, in a lot of industries for that
matter, but also in the sem conductor industry, does that
sinply conplicate the process and then at a certain point
does it beconme virtually inpossible to be able to detect
all your patent portfolios?

MR. THURSTON: | think initially it's probably so.
When conpani es, particularly well established conpani es,
had significant portfolios -- we found the sane thing at
TlI, that we didn't understand.

Today as you |l ook at intellectual capital
managenent to which nost sophisticated conpani es are
adopting using IT -- we're doing this at TSMC -- over
time you should be able to better understand, forecast,
eval uate your portfolio and know what's in there.

Certain conpanies are still not in that position, but we
anticipate that over the next three to five years we wll
be in a nmuch better position to address that issue.
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Al so, by creating a new CTO office, we have been
able to help coordinate this whereas before we did have
a fairly unwieldy R& structure located in different fabs
and facilities and different patents were com ng out.

And oftentimes what was being filed by the U S
headquarters, Taiwan didn't know. But again, part of
that is the process that you can establish to help
address that issue.

MR. WOLIN: | think, frankly, | disagree with part
of that. | think we can do better in evaluating our
portfolio, knowing what's in there and with the IT
advances that are being nade, we're nore able to do that.
But even if we know the patent, we're only one attorney
away froma different reading of it.

So whether it applies on the standard or not |
may say one thing, Dick may say another on the sane
patent, same claim in regard to any particul ar standard.

MR. THURSTON: And | agree with Harry on that.

MR. BARNETT: Sort of shifting gears a little bit,
but still on the sanme theme, fromthe standpoint that al
t hese patents are out there and we're seeing increasing
patent trends, cross-licensing seens to be and |icensing
seens to be a nmethod of dealing with these problens both
in the standard setting context and just in normal
busi ness.
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Coul d soneone go through the |icensing process
and how it relates to their business, particularly from
the standpoint of dealing with a |lot of patents out
t here?

MR. McCURDY: Well, it is nmy business so I'll do
it froma general perspective so that at |east we can see
whet her there's general agreenent on the licensing
process.

First of all, at least in technol ogy industries
-- and it's very inportant to distinguish anong
i ndustries because the |icensing practices can be
significantly different -- obviously, they are quite
different in the case of a pharmaceutical conpany, as
Gary pointed out earlier, who generally is granted a
patent and uses that patent to exclude others during the
period of that patent. |It's quite different than in nost
what I'1l call high-tech, non-life sciences conpanies:

t el ecomruni cati ons, information technol ogy,
sem conductors, software and so on.

In those industries the evolution has been a very

clear one fromthe use of patents, up until 15 or 20
years ago, generally to achieve freedom of action -- that
is, let's make sure that we all |icense one another so

t hat we can go do whatever we want to in terns of product
or services devel opnent and not worry about whether we're
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going to get an infringenent suit, with very little noney
changi ng hands as the prinmary objective -- to nore recent
practice which is, let's ensure freedom of action, but
when there is a relative inbalance in the portfolio by
quality or size in ternms of use of the potential |licensee
-- both directions -- as those patents affect the other
licensee, let's make sure we correct for that with a
change of noney.

So the practice is a fairly straightforward one.
You take a portfolio, you dissect the portfolio down to a
relatively small nunmber of patents out of a whole
portfolio. |In general, only one to two percent of an
entire portfolio are used in an active patent assertion
or patent |icensing program

In the case of Lucent, for exanple, we had 28, 000
wor | dwi de patents, alnpost 12,000 U S. patents, and we ran
a half a billion dollar a year |icensing program by
havi ng sel ected 200 of those patents as those nost |ikely
used t hroughout the industry. W l|icensed all of them
We just used those 200 as the ones we | ooked for
i nfringement on.

Once you do that, you figure out who's
infringing. 1It's a very conplicated problem You put
toget her a proof case with respect to that. You approach
t he individual and say, "We think that we have sonet hi ng
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that you m ght have sone interest in." That's the code
word for "We think you' re infringing." There's a
di scussi on that ensues.

The process takes one-and-a-half to two years on
aver age where you have now given them sone patents to
| ook at. The next neeting they will give you sone
patents to ook at. The negotiation goes back and forth.
You say in the end, | ook we think that at "X" royalty
rate you owe us $40 mllion a year. They'll say, well,
at an equivalent royalty rate on our patents, that your
products are worth $30 million a year.

You have a $10 mlIlion differential and you
settle for something that's |less than that and you try
and get a settlenment without having to sue each ot her.

Generally, you settle without having to sue each
other. In cases of conpanies | have been involved wth,
greater than 99 percent of all patent discussions were
resolved without any filing of a lawsuit at all. And in
those rare cases where a lawsuit is filed we settled them
al nost al ways before they go to trial. Having said that,
we are always perfectly prepared if necessary to go to
court. We just try and do everything we can to avoid it.

MR. BARNETT: Rosemari e.

MS. ZIEDONI'S: | just thought it was inportant to

qualify that | think that the "we" in your sentence was

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

70
really comng fromyour experience at Lucent or AT&T,
where a | arge conpany's perspective and your ability to
settle may be very different.

MR. McCURDY: Yes, it's in ny perspective which is
| BM and Lucent. [IBMis even nmuch rarer than Lucent in
terms of the nunber of cases that have been fil ed.

MS. ZIEDONI S: The other thing that | just wanted
to point out is that even though we have lots nore
patents, that cross-licensing is by no neans new to this
i ndustry. | nmean, far earlier than the formation of the
Federal Circuit Court or a |owering of the nonobvi ousness
standards or whatever it is that's being discussed here,
that the w despread licensing of the old Bell Labs
patents, Western Electric patents, Fairchild
sem conductor, TI, and they were w despread and conmmon
practi ce.

And at least in that study | tried to trace
litigation patterns before and after this shift and the
strengt hening of property rights. And based on the work
that | have done thus far, | don't see any difference in
ki nd of established firns versus established firnms suing
each other. | mean, it's unusual in the early period.

It remains unusual in the latter period relative to what
they're spending in R& and ot her kind of ways of
normal i zi ng t hings.
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But two things that, at least, the prelimnary
nunbers suggest, however, is that we do have nore firns,
nore of these high-tech firms that are nore in the gane,
t he pharmaceuti cal or biotech conpany, in that they need
to try to exclude others. Who they're excluding are
ot her niche market rivals. So you have an expl osion of
small firmlawsuits, the Altera versus Xilinx, these
types of cases that have crept up. The second main trend
that at | east seens to be creeping up thus far is nore of
these lawsuits brought by the "L" word that | hear by
conpani es that are specializing --

MR. McCURDY: That's a foundation not a conpany.

MS. ZIEDONI'S: Yes. That's true. But since about
the m d-1980s | do think that you see nore case filings
by individuals or by organi zations, foundations that are
not active in the product markets.

MS. DeSANTI: Have you seen indications of why
that's the case and what's the notivation and how does it
wor k?

MS. ZIEDONI'S: |I'm from a business school, right,
so | have | earned now the answer to that question quite
qui ckly and that's there are profits on the table. The
Lenel son Foundation, | think, has nmade a very successf ul
busi ness from setting |licensing fees so that bal ancing
paynment, you set it |ow enough to where it's below the
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cost of actually going to court or the managerial tine
that it would take to basically fend off the lawsuit.
That, to ne, is perhaps a concern if you have a | ot of
t hese patents that could be falling right below that
t hr eshol d.

MR. McCURDY: Just to clarify Rosemarie's coment,
bal anci ng paynment in the industry is generally the word
that's used when there is assertion and counterassertion
as part of a licensing program That is, you owe nme X; |
owe you Y. Let's figure out how to do sonething and make
everybody's life confortable with respect to attaining
t hat freedom of action.

In the case of that particular "L" that's been
menti oned by ny coll eagues, the issue is there really
can't be a bal anci ng paynent per se because there is no
count erassertion capacity.

And those are the ones when we have clients who
ask us how can you help us? 1In those instances, the only
answer is we can help you by ensuring that you're getting
a fair return on your own investnment so that if and when
you get these kind of assertions and, in fact, there's
infringement, at |east you have sonething to pay for it
with., 1It's a very difficult problem

MS. DeSANTI: Are you seeing increasing nunmbers of

this? 1'm asking because sone of what we heard in
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Berkel ey was a concern that as sone conpani es have fol ded
there are nore patent assets on the table to be acquired
and therefore it's easier to find that there are
conpani es who are building a business around patent
assertion in that kind of nontrading situation. And so
I"'minterested in your views on this. Well, this is
goi ng to be good.

MR. McCURDY: That's a good questi on.

MS. DeSANTI: Why don't we just go around the
table. We'Il start with Rosemarie and work our way
around.

MS. ZIEDONI'S: | just have a surprising-to-ne-at-
| east fact. When | was doing this work for the National
Academ es where | had this |ist of about 136 conpanies, |
was |ike, "Oh, what |[awsuits, what patent |awsuits have
t hey been involved with that have been filed in the
United States?" WelIl, when | actually | ooked the patents
over, | think a third of the |lawsuits that have been
filed were about intellectual property that had not
originated fromthe conpany itself -- for exanple, the
old Mostek patents that became acquired by ST
M croel ectronics that then ST Mcro enforces agai nst and
uses as basically licensing revenues quite successfully.

Or anot her exampl e, when a conpany |ike Seeq sold
off its particular production line with intell ectual
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property with that to | believe it was Atnmel. | could be
wrong about that. But then that conpany uses those
assets to enforce those rights against a market rival.
And ny understanding is that a | ot of these acquisitions
of the physical assets are far nore valuable if you are
able to use that to exclude a rival that you didn't have
t hose patents yourself.

So | was just -- on the face of it, two-thirds of
t hose cases were about patents that the conpanies
t hensel ves had generated through internal R&D and a third
of those cases, a third of the |awsuits, were about
externally generated R&D which |I personally found, one,
surprising and, two, indicative of this kind of trade for
patents that's emerged or beconme nore devel oped, should |
say, in the last ten years.

MR. THURSTON: | agree and | think we have seen,
and believe | have before joining TSMC in private
practice, a significant increase in this area. W
represented in the law firm several conpanies that were
approached by nonoperational conpanies of that nature
that were just trolling for patents.

Currently, we have, | think, eight matters that
are pending at TSMC. Four of them are by conpani es.

Now, two of them are Lenelson-related that don't have any
busi ness, any operations rather, other than generating
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revenue.

So | think it has been on the rise as conpanies
have been dem sed t hrough econom c inefficiencies or what
have you, there a nunmber of increasing conpani es out
t here buying portfolios. W as a conpany are |ooking at
it and have several relationships to acquire portfolios
from conpani es that are going under as well as wth
universities to try to inprove our patent position
vi s-a-vis other conpanies.

|'d also like to add another point with respect
to the licensing picture. Again, based on industry
characteristics cross-licensing may not be all that
effective and certainly for us as a process manufacturer,
cross-license does not give us the ability to take that
ot her conpany's portfolio and apply it agai nst anot her
conpany or a dozen conpani es that come after us.

So what we may be | ooking at increasingly and
what we are |ooking at increasingly is, again, sonewhat
related to patent pooling, but joint devel opnment, joint
research programs where we go in we go in with major | DMs
t hat have patent portfoli os.

As we help themto develop, we are the | eader in
devel opi ng those new technol ogies, then there is this
cross sharing of portfolios and the ability for us to
take a portfolio and to apply that vis-a-vis sone other
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conpany. So its not just the traditional cross-licensing
approach, that may, in fact, develop as a trend in
certain aspects of industry but not all industries.

MR. WOLIN: | think the answer to your question is
an absolute yes. There are nore people out there not in
the industry trying to assert patents. And it's becone
sort of a cottage industry by itself.

And not only are people trying to do that on the
assertion side, what we're seeing quite a bit is a |ot of
conpanies comng to us with portfolios and patents trying
to sell them which sonmetines is a thinly veiled threat --
"Hey, buy them This way you won't have to face them
later.” And sonetinmes it's, "Look at all the noney we
can make you if you buy this portfolio.™ So | think if
you go back a nunber of years in the sem conductor
i ndustry, patents were the result of R&D and then
i censing became a way of freedom of action and with a
little luck some return on your investnent. Now, it's
al nost getting to the point where patents are becomn ng
the industry thensel ves, separate formthe technol ogy
part of the gane.

MR. BARNETT: George.

MR. BRUNT: | think we'll probably see nore. At
| east during recessionary tinmes |like this what happens is
t he markets nove out and so venture capitalists have to
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make a deci sion about whether they're going to keep a
conpany alive for an additional two years while they wait
for the market to develop or sell off the patent
portfolio and cut their | osses and go on.

And you're going to see a |lot of that in our
current -- like | said, there's a |ot of innovation
that's out there in small startup venture capital-funded
conpani es that apply for and receive sone very good
patents. But the only way the VCs are going to be able
to recoup their investnment is through a patent |icensing
program either selling the patents or exploiting them

MR. McCURDY: | think just one follow up to that.
In our conpany we have had a | ot of interest by conpanies
of the ilk, smaller conpanies, bankrupt conpanies, and so
on, who said, "Cee, we heard about your conpany. Can you
hel p us?" And the answer in general is no, we can't.
Agai n, sonetinmes for very practical reasons.

The reason that we are able to hel p conpanies
extract sonme value fromtheir portfolio is that they tend
to be very significant innovators. |If you end up with a
portfolio that's two or three or five or ten patents, the
i censing discussion is extraordinarily hard because what
a licensee wants to get to, ultimately, is they want to
feel that they are getting value. And they want to
effectively develop a relationship so that this freedom

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

78
of action is achieved. And they like the fact that they
are dealing with soneone who is a significant innovator
and will continue to innovate.

So, if you end up with a conpany that only has a
few patents or a bankrupt conpany, yes, it's true that
there will be people in the industry who m ght pick them
up, but | would contend that you're much nore likely to
see those end up in court, in litigation, than what |
call the higher level set of discussions where you have
significant and continuing innovators who are spending
billions of dollars a year and can establish these kinds
of relationships at a business level. So that's going to
be the issue.

MR. THURSTON: | was going to make really kind of
the same point. | agree with Dan in that comrent, and on
the VC side we did see, and as | was advi sing a nunmber of
VC firms, a significant increase in the late '90s and the
| ast several years of filing UCC 1s, et cetera, against
the patents, intellectual property.

But the problemthat those conpani es had, the
VCs, they're not in the business of nmanagi ng portfolios.
There is |limted criticality of mass and a | ot of tinmes
it just costs too nuch nore just to even nmaintain those
portfolios.

So | think they've gotten a little bit away from
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that, but there are a nunber of conpanies out there that
have lined up with some key VC firnms that are obtaining
those intellectual property rights, the conduit through.
So | think it is an issue to address but | think Dan's
point is a much better one.

MR. BARNETT: Gary.

MR. ZANFAGNA: | just had a quick comment. We
obvi ously vigorously enforce our intellectual property
ri ghts against others we think are infringing. It's an
active program

But the conversation that nmay be indicative of
the different entries that we play in, but |I'm not
fam liar that we are trading in intellectual property
rights and in entire patent portfolios.

In fact, | don't believe that we engage,
regularly in any case or typically, in the sale of
cross-licensing patent portfolios as | think we
sel ectively cross-license where we feel we need to.

| could be wong, but | don't believe we trade
like it mght just be an industry issue, that we don't
play in these markets where it's becomng a commodity
al nost, is what you're saying. | just thought | would
add that. It seens to be a little bit of a different
scenari o for Honeywell.

MR. BARNETT: That brings up maybe a follow up
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that I mght want to ask Harry. Harry nmentioned how
patents started. He recalled how patents used to be nore
of a tool for freedom of access and then they shifted
al nost to a product of thenselves. Where do you see the
notivati on behind the change in the role of the patents
in that sense?

MR. WOLIN: | think you have to look at it from
two different perspectives. The first perspective is
those within the industry. The second perspective is
those who are really not industry participants but are
basically asserting patents for noney. The Lenel son
Foundation and a nunber of others. Frankly, a lot of the
change outside started with Lenel son Foundation. | think
they came onto the picture in the md- to |late-"80s if |
remenber right and had this huge portfolio and read it on
all sorts of things and were very successful.

When ot hers saw that nodel, all of a sudden if
you went into the patent office things were very
different. You had hoards and hoards of people sitting
t here going through the files I ooking for patents that
sone obscure inventor had that they could go buy and it
was al nost a get rich quick schene.

In the industry, | think, things changed. |If you
| ook back m d-'80s, prior, |I think there was a | ot of
freedom of action and everybody just conpeted and it was
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the sanme group of players. After that you have seen a
ot of growth in the industry and you have seen a | ot of
new conpani es cone in.

And | think the focus turned nore from making a
reasonabl e amobunt of noney and noving forward with your
busi ness that was going to be there for 50 years to a new
group of CFGs comng in saying, "lI'mgoing to nake noney
of f of every asset | have,"” and patents becane one nore
asset that we had to generate a return from So, ' 85,
'87, sonmewhere in there is sort of where | saw the
changes go in.

MR. BRUNT: | think in the same tinme frane there
has been a | ot of globalization that's occurred, too, and
that's increased the cost of mmintaining that and so CFOs
have al so | ooked at and said, "Wait a mnute, are we not
deriving revenue fromthis? This is taking |arge anounts
of revenue. If it's an asset that has value, we need to
be recovering sonme revenue fromthat asset.”

MR. WOLIN: Yeah. | think one quick follow up
The other thing that happened around that same time frame
is what Dick nmentioned earlier. That is where Tl was
goi ng underwater and their way to save their conpany was
to license patents.

And ot her conpanies out there -- | was at

Motorola at the tine -- we had always |icensed patents
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for what today would be relatively cheap rates. And it
was good noney, but cheap by today's standard. But then
we saw the kind of noney and Tl was getting for theirs
and -- albeit we were in a different position. W
weren't going to save the conpany at that tine -- it was,
"Hey what are we leaving on the table here?”

MR. McCURDY: One of the things that I would
encourage sonme additional work on, and Rosemarie, you may
know of people who are | ooking at this, but while I'm not
at all an expert, 1've been following this activity
requirenment in the accounting community to account for
i ntangi bles. And | don't know if you've been follow ng
this but it's going to be a very interesting issue that
ener ges because once the intangibles are actually carried
on the bal ance sheet then managenent and boards of
conpani es now have the burden of figuring out how t hey
are going to actually gain a return on those intangibles
whi ch are now carried. |If you don't do it, you're
perhaps in breach of your fiduciary responsibility.

So | suspect that as a result of these changes,
what | call responsible prudent efforts to ensure that
conpani es are getting a return on the significant
intell ectual property assets is very likely to occur. W
m ght be several years fromthat by the tine these are
actually solidified, but I"'mpretty confident that that
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is going to happen as a result of that activity.

MS. ZIEDONI S: Just to highlight that, the | argest
body of work that I'm aware of on that very effort is at
NYU with Baruch Lev. | know that he's been organizing a
series of conferences on that very topic and has been

doing a series of studies also in conjunction with the

SEC.

The other point that | just wanted to clarify or
per haps contri bute to, one, | echo what Harry said about,
wel |, what happened there around '85 or to the "87 tine

frame. And I think the inportance of Tl really paving
this way that, well, the value of patents can be
separated fromthe product market, and that there is
noney on the table was an inportant denonstration for
conpani es in managing intellectual property but also for
t he sanme i ndependent inventors |ike Jeronme Lenel son and
the |ike.

So, | think that | esson was | earned across patent
owners regardl ess of whether you're a conpany or a
university or an independent inventor.

The other inportant denonstration event that

happened around that sane period, however, is, of course,

the shutting down of Kodak's facility. Well, not only do
we have this potential upside, but nowif |I'minvesting
the what | now hear is $4 billion in a facility being
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concerned about the threat of holding production for two

weeks when that facility is going to | ast you, what, five

years?

MR. THURSTON: |If.

MS. ZIEDONI'S: That's a large sumin nultiple
mllions of dollars so there's a real cost/benefit

analysis that is really driving, perhaps, patenting from
bot h si des.

MS. DeSANTI: Is the inplication of what you're
saying that there's nore defensive patenting as a result
of the Kodak-type denonstrations?

MR. WOLIN: | think there's nore patenting,
period. Offensive, defensive, you nane it.

MS. ZIEDONI S: To answer your question, | would
agree with that. | mean, the |esson then that | woul d
learn fromthat was that you can see why there would be
an incentive to patent for nore defensive reasons, but
you can also see why fromthe busi ness perspective you
woul d al so want to pay nore attention to patenting from
the offensive or the market share or just revenue stream

It's going to be interesting to see how exactly
you're going to be able to disentangle val ue of
i ntangi bl e assets from potential products that m ght be
com ng down the road five, seven years from now where
t hat value's not going to be really revealed in the
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product form and is a highly risky, uncertain thing.
But I'lIl leave that to the accountants.

MR. WOLIN: Being that we're back on quantity I
think there's one point 1'd like to nmake. In the
sem conductor industry, as nmuch as quantity is picked up
| don't think it can all be related to inproving your
patent portfolio. | think a lot of it has really conme in
for other reasons.

It becane a great incentive for engineers, the
nunber of patents that we issue end up in our marketing
materials. | actually went in at one point and said we
should file less and I'I|l give back some of my budget.
And | was basically kicked out and they said, "We'll tell
you what you spend. You just go get us patents.”

It wasn't inproving the portfolio. Managenent
understood that these increnmental patents weren't
i nproving the portfolio, but at the same tinme it was
great press releases and it was great incentive to hire
new engi neers and it was great incentive to retain
enpl oyees. So for that reason it was worth spending the
incremental dollars to nanagenent.

MS. DeSANTI: Well, we have little time remaining
but I would like to throw out a |l arge question and just
get sone observations on it. W've been talking a |ot
about patenting in relation to innovation. Wat about
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conpetition, the role of conpetition, in relation to
i nnovation in this industry?

And | would just give you, Harry, an opportunity
to bring in any points related to your standard-setting
i ssues that you raised that may be inplicated when you
tal k about conpetition and the reliance, the need for
conpatibility and standard-setting in order to innovate
to the next |evel, next generation.

MR. WOLIN: Well, as we know, | think, general
antitrust concerns and the general patent |laws go head to
head. So the question is where do we find that happy
medi um and how do we effectively create no nonopoly while
keeping in effect the patent nonopoly? And | sure w sh
had an answer.

MS. DeSANTI: We were expecting one from you.

MR. WOLIN: But | just think you have to have the

patent right. You have to be able to innovate and |
think a ot of the concern really cones in -- you can't
give that right, that patent right when it's -- it

doesn't give you the ability to circunvent the antitrust
| aws.

And | think it really has to be | ooked at on a
case- by-case basis and standards of, certainly, who has
t he market power conmes into it. But | just don't know
and | don't think there can be any hard and fast rule on
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how we address this. Sorry for all that enlightennent.

MS. DeSANTI: Rosemari e.

MS. ZIEDONI'S: This is an equally maybe -- oh ny
goodness -- "interesting issue, but who knows the answer
toit" type of comment. | noticed Hal Wegner in the room
and he was kind enough to let ne sit in on his
international property |aw class here at GW probably ten
years ago and one of the interesting twists in the tone
of this debate is that at that tinme we woul d have been
sitting in this roomreally being the |large portfolios of
Japanese firms and how that was going to be a barrier to
the small innovative U S. conpanies or conpani es that
| acked experience in Japan.

And that's actually how |l got in this funny path
was doi ng some work on behalf of a congressional
commttee on that type of topic. Wth that kind of
background I find it interesting that we really aren't
guestioning to any real extent, | don't see peopl e being
concerned about the role of these portfolios with the
large firmversus a small firm

Like, is the lack of a large portfolio a problem
for entry into the industry or for conpeting with the
i ncunbent firms? And I'll just offer an observation that
fromwhat | understand with sem conductors, part of this
may have just been fuel ed because the side effect of
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strengt hening patent rights has been that we're able to
rai se venture capital and we're conpeting in areas that
are truly like the input/output devices or even AT cards
and then get acquired by an incumbent firm

The other thing is that we know that the
t echnol ogi cal opportunities have been continuing at a
pretty inpressive rate in this industry. [It's unclear
how this dynam c of conpetition is going to change if we
reach an era where those technol ogi cal opportunities
aren't continuing to expand. And thankfully even with
this downturn, | don't think that people are projecting
that in the next five to ten years given the inpressive
acconplishnments in the industry.

MR. BARNETT: That brings maybe a different
guestion that | want to ask. It rem nds ne of your
comment on Japanese firms and whatnot. | know that Dick
Thurston has quite a bit of experience dealing with
foreign countries, and I'mjust wondering if the
experience is the same in other countries as we're
experiencing here as far as increasing proliferation of
patents. | wonder if you have any thoughts?

MR. THURSTON: | think it is. And | think that's
an area that U S. conpanies, all conpanies, need to be
really increasingly concerned about. And I, a nunber of
years ago, had a very interesting discussion with Bruce
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Lehman on this point, stressing that need for the PTOto
undertake an initiative simlar to Justice on the
antitrust area for stronger cooperation and rel ationship
in nmonitoring what these foreign countries are doing in
t he patent area.

Take Japan today, which as we all know is
suffering economcally. One of the largest |icensing
organi zati ons, maybe, next to IBMand so forth, is
Hitachi -- 400 strong, constantly analyzing portfolios
and going through their list. W did at TI. W had
first tier, second tier, third tier and now you're
getting down well below that and going after a | ot of
di fferent conpanies as they scan the SEC reports all
sorts of things we're seeing.

Qur biggest concern, even as a "Chi nese" conpany
and from Taiwan, is the mainland. |[It's being ignored.
But the efforts that are being undertaken right now --

" ve had over a hundred trips to China since '79 -- are
substantial in the area of intellectual property design,
devel opnent .

In the seni conductor area, you go into the
research and devel opment houses in Shijiazhuang or in
Xi'an and Shanghai -- trenmendous efforts and filing of
patents there, kind of subtle sort of thing. They have a
very sophisticated PTO when it cones to el ectronics, but
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our industry in the United States, a |lot of conpanies are
ignoring that potential.

So as you | ook at potential for litigation and of
course mani pulation in that country of |IP to advantage
despite the WIO, that's where | see tremendous concern
and we need to be really on our guard. And these issues
just magni fy and are exponentially increased once you
cross the ocean.

MR. ZANFAGNA: Two foll ow-up points real quick
One to Susan's question, |I'lIl just redirect ny point from
before. At |east as far as Honeywell is concerned it is
conpetition that's driving innovation. W don't hire
engi neers to hire engineers. W innovate because we feel
we need to to stay ahead in our narketpl ace.

I nnovation is driven by conpetition in all of our
mar kets. That's how we maintain our positions. That's
how we maintain our conpetitiveness. That's how we keep
our custonmers. That's how we please our custoners. |It's
t hrough innovation. [It's through new products. It's
obvi ously through service and so forth as well but it is
the continuous ability to innovate, to provide new
t echnol ogy and new products that makes us a strong
conpany. It's through conpetition absolutely. On the
international point, I'mnot exactly sure what the
overall question was but I'll nake two observati ons.
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One, our portfolio is very international. W have over
10, 000 patents internationally, I think 5,000
donestically and we don't just focus on patenting
technol ogy and products in the United States. W
proliferate our portfolio globally. W have a gl obal
sal es presence and it is critical that we are able to
propagate to affect our portfolio around the world.

Anot her observation that | amtold is that there
is a gigantic increase in foreign ownership or foreign
filing in the United States. There's a lot of foreign
ownership of U S. patent rights. That is a whole new
evolution that U S. conpanies have to be aware of and
that affects how the patent system works in our country.

MR. BARNETT: It |ooks like we're starting to run
short on tine. We started a little late but | would like
to invite anyone to nake any closing comrents or any
remar ks that they m ght have before we finish.

MR. BRUNT: Just a two second summary on that
issue. | think that conpetition drives innovation.
Limted exclusivity pays for it.

MR. BARNETT: Very good. Well, maybe on that note
we will end this hearing. |'d like to thank our

partici pants very nmuch. So thank you.
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AFTERNOON SESSI ON
(1:37 p.m)

MS. DeSANTI: Good afternoon. M nane is Susan
DeSanti and |'m Deputy General Counsel for Policy Studies
at the FTC. Thank you so nuch for com ng this afternoon.
We particularly thank all of our speakers for comng this
af t er noon.

Unfortunately, | have to begin with a couple of
peopl e who were not able to make it. Dean Alderucci from
Wal ker Digital is sick today, unfortunately, but we wl
be hearing from Wal ker Digital later on in the hearings.
And al so Andrew Steinberg from Travel ocity.comis not
able to be with us today for business reasons but we're
al so going to try to get another shot at getting himto
cone and speak with us on another panel. So we're very
glad to have the people we do have.

And what | wanted to just start with is a brief
introduction to the topics of the panel. This is
"Busi ness Perspectives on Patents: Software and the
Internet."” It's the second panel to address this topic.
The other one was held at Berkeley in February. And as
with the norning panel we will be covering a w de range
of issues relating to patents and conpetition and how
t hey spur or discourage innovation. Before we get any
further et nme introduce the other governnent
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participants today. To ny right is Matthew Bye who is a
wonderful attorney in ny shop who has worked very | ong
and hard in getting in touch with the people for this
panel and talking with them about the issues that they
were nost interested in addressing.

To ny far right is Frances Marshall, the amazing
person at the antitrust division of the Departnent of
Justice who is organizing and inplenmenting all of these
hearings fromtheir perspective. To ny left is Bob Bahr
fromthe PTO who we're very grateful to have here. And
that sort of rounds out the government participants for
t oday.

l'"d like to start by briefly introducing each
panel i st and then asking each one after that brief
introduction to just say a bit either about their conmpany
and what their conpany does so we have a better
under st andi ng of how they' re approaching these issues or
the menbers of their trade association or their research
interests. Let nme start with Dan Burk over to ny right.
Dan is the Julius E. Davis Professor of Law at the
Uni versity of M nnesota | aw school where he focuses on
intellectual property in the context of cyberspace and
bi ot echnol ogy.

He teaches courses in copyright, patent and

bi ot echnol ogy | aw and has been closely involved in the
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devel opnent of the university's new |Internet study
center. Professor Burk has held appointnents at Seton
Hal | University, Stanford Law School and George Mason
Uni versity. Dan.

MR. BURK: |I'mvery pleased to be here and | want
to applaud the | eadership of the staff, both the FTC and
the DQJ, for holding these hearings which is being
wat ched with great interest by all of us in the research
comruni ty.

My personal interests are innovation policy and
how patent |aw is devel oped and shapes the nation's
policy. I'mvery interested to see what's said today and
what's said at the other hearings.

MS. DeSANTI: We'll go to Dan's right to Ed Bl ack
Ed has been the President and Chief Executive Officer of
t he Conmputer and Communi cations I ndustry Association
since 1995. Prior to this, Ed served as Vice President
and General Counsel at CCIA. He has had responsibility
over a wi de range of legislative policy and regul atory
areas for CCIA and its nmenber conpani es specializing in
international trade, conpetition policy and intellectual
property. And | will note that Ed was with us in our
1995 hearings and we're glad to wel cone hi m back today.

MR. BLACK: Thank you. |It's a pleasure to be

her e. Alittle bit about CClA. We have been around for
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30 years, represent a cross-section of conpanies,
conputer; telecom Internet; small, nmedium and | arge
hardware; servers; software. And the goal is to have a
seni or executive roundtable that tries to pull together
very diverse parts of the industry so that when we can
conme up with sonme positions on what are constantly
turning out to be fairly challenging policy areas that we
really do think we have the input froma w de range of
pl ayers.

Hi storically, we basically were founded in a very
pro-conpetitive nmotivation dealing with both |IBM and AT&T
antitrust cases in the early years and have vi ewed
intellectual property as likewise a critical factor in
pronmoting the innovation and dynam c growth of our
i ndustry.

MS. DeSANTI: Thank you. Next, we're going to
nove to Scott Sander. Scott Sander is the President, CEO
and co-founder of SightSound Technol ogi es.

After graduating fromthe University of Denver in
1982 with a degree in business adm nistration, Scott
noved to Silicon Valley where he worked as an investnment
anal yst for a Menlo Park-based real estate investnment
conpany. |In 1987 Scott returned to his native
Pennsylvania to start his first business, Kinetic
Wor kpl ace, a managenent consultancy specializing in
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wor kpl ace i nnovation. Scott.

MR. SANDER: And I'mvery glad to be here because
since that tine | got together -- 1'll tell you a little
story about it later when we get into the nore fornal
remarks. But I'mreally here to tal k not about nyself or
even our conpany, SightSound Technol ogies, but I'mvery
specifically here on behalf of an inventor named Arthur
Hair who al so happens to be ny best friend. And together
we built a conpany on intellectual property that
specializes in the downl oad sale of novies and nusic via
the Internet and ot her networks.

MS. DeSANTI: Thank you. To Scott's left is Mark
Webbink. Mark is the Senior Vice President, General
Counsel and Secretary for Red Hat, Inc. Prior to joining
Red Hat he practiced intellectual property at More and
Van Allen. Mark also spent 20 years in corporate finance
before entering the practice of |aw hol di ng senior
managenent positions with several Research Triangl e-area
conpani es. Mark.

MR. VEBBINK: | would probably be remss if |
didn't say | was probably bringing a little different
perspective to the issue than sonme fol ks today given that
our conpany is probably the | eading open source software
conpany in the country today. And part of what |'Ill talk
about is the inpact of intellectual property protection
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on open source.

MS. DeSANTI: Thank you. Finally, at the end of
the table we have Lew Gable. Lewis a partner in the New
York office of Cowan, Liebowitz and Latman where he
specializes in the preparation and prosecution of conplex
el ectronic and conputer inventions before the PTO. His
technical expertise includes Internet-related inventions
and nmet hods of doing business. Lew.

MR. GABLE: You've conpletely taken away ny
backgr ound.

MS. DeSANTI: Could you speak into the mke? |'m
sorry you have to nove it back and forth a little bit.

MR. GABLE: My practice, as the bio indicates, is
t he preparation and prosecution of patent applications.
And | have worked with the patent office in filing
applications for alnost 40 years now.

And | have seen the evolution of the
patentability of software and software-related products
and now net hods of doing business. And ny perspective,
whether it's for ny clients or whether it's for the
public interest, is really to ensure that patents are
wel | searched and that the nost pertinent prior art is
found and that the patent office would issue patents
whose validity there is a presunption, a strong
presunption, of validity on those patents.
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MS. DeSANTI: Thank you very nuch. Al right.
We' Il begin with our presentations now. And the first
presentation will be from Mark Webbi nk.

MR. WEBBI NK: | have prepared sone witten remarks
and | got those to Matthew | think |ate yesterday or
early today depending on how | ate he was here | ast night.
And 1'd like not to spend a whole lot of tinme going into
the things that | addressed in the witten remarks ot her
than to say that about six nmonths ago | participated in a
panel addressing a commttee of the National Acadeny of
Sci ences on sonewhat simlar issues. They were
principally focused on patent protection in the software
i ndustry.

And with some of the issues that | was raising
the common response | kept getting was these are
antitrust problenms not patent problens. And | said,
"Well, okay. Then I'Il have to go find a proper venue to
address them" Red Hat is an open source conpany. What
does that mean? We work with, | think the polite term
woul d be conputer scientists or software devel opers -- we
call them hackers -- all over the gl obe in devel oping
open source software.

Qur principal product is an operating system
called Linux. OQurs is the Red Hat version of Linux.
There are other distributions all built on the same Linux
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kernel .

Whil e we hold copyrights on our software, which
is sort of the old traditional way of protecting software
other than trade secrets, we do not hold trade secrets in
our software and in fact we make not only the binary code
but also the source code available to custoners of our
sof t war e.

Until | arrived at Red Hat the conpany had a
policy of not pursuing patent protection on software as
bei ng i nconsistent with the open source phil osophy.
However, business realities have to take a role as well
and one of those business realities is our conpetition.
And one of our principal conpetitors, a rather |arge
conpany fromthe Pacific Northwest, also holds probably
nore software patents than perhaps any other conpany
ot her than perhaps IBM and continues to gather a great
deal of issued patents either to their control or control
t hrough licensing with other conpani es.

The people who work in the open source community
tend to be very careful about what they develop in terns
of avoiding software where there are known patents. But
given the time frane of patent issuance the fact that
under U.S. policy patents are not disclosed publicly at
the time that they are filed and their devel opnent in the
software industry, it may be years beyond the tinme that a
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particul ar piece of technology has hit the marketpl ace
before it is evident that it, in fact, it is covered by a
form of patent protection.

We' ve got additional concerns around the fact
that for years in the industry there was no patent
protection for conputer software or for that matter,
busi ness nmet hods.

A trenmendous body of prior art exists but not in
a well established database |i ke you have with the other
arts to where professionals such as Lewis can go and
manage a search that is going to ferret out pre-existing
technol ogy that may very well invalidate the patent.

You then put that process of issuing patents
that, for argunents sake, | will say are perhaps |ess
valid than what you mght find in the other arts out in
t he mar ket pl ace, backed then by big noney, and all of a
sudden you have got a situation where the smaller
entrants into the market, the new entrants into the
mar ket, are at a trenmendous di sadvantage in ternms of
bei ng able to conpete.

And one of the critical questions that | get on a
repeated basis from conpani es that are | ooking at
adopting open source software is where is ny warranty
agai nst infringenment?

Of course, | have now tongue-in-cheek started
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pointing themto take a | ook at their own license to
M crosoft Office and invite themto point out to ne
M crosoft's warranty for noninfringenment in their |icense
agreenent which, if you haven't |ooked, you won't find.

But this is a big issue for them And it's
perceived to be a direct and inm nent threat to the open
source community and the adoption of open source
sof t war e.

Now, people can | ook at open source and say,
"Well, by its very nature is open source truly
i nnovative? Isn't Linux, for exanple, nothing but
anot her rehash of UNI X?" And there are a |ot of
different forns of innovation. Not all of them are
techni cal .

I nnovation can also cone in the form of reducing
the cost of a product and the manner in which it can be
used. And what we found is that not only are we able to
reduce costs to the consuner but in fact we have been
able to produce a technically superior product, one that
has performed extraordinarily well in benchmarks agai nst
the nore established operating systens and have done so
wi t hout the protection of issued patents. W have done
it in a collaborative manner working with people both
wi thin our conpany and outside our conpany by sharing
t echnol ogy and making the technol ogy freely avail abl e.
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And so | participate today as perhaps not a voice
crying in the wlderness but one saying, let's not forget
why our intellectual property |aws were established in
this country. They were established to protect the
people and to protect society at large. |deas such as
fair use are quite critical to the general public in
protecting the rights of the general public. And I would
invite discussion with the rest of the panel to | ook at

some of those issues.

MS. DeSANTI: Thank you, Mark. | have a nunber of
questions | already feel |ike asking you but I'Il hold
off and we'll go to the next presentation -- Scott
Sander .

MR. SANDER: Thank you. | said briefly in ny

opening comrents that | was really here to talk to you a
little bit my good friend and the inventor that we built
our conpany up on his innovations.

But what | want to do is also give a quick bit of
hi story, not just the history of Sightsound but also as
you pointed out there are some issues right now about
copyrights as well as patent rights and we're square in
the m ddle of all of that because of the nature of our
busi ness in distributing novies and nusic.

| want to give you a little history and al so

bring you forward to the very acute situation that we
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find ourselves in today with the novie studios and record
| abels. Let nme start by giving you that background and
say in the md-1980s ny friend, a young engi neer naned
Arthur Hair, saw the future of novies and nusic. And
Arthur invented a nethod and system for selling digital
audio and video files over networks like the Internet.

He was convinced back then that if the record | abels and

novi e studi os woul d enbrace his invention that they would
be spared a future of ranpant piracy powered by conputers
connected to the Internet.

Arthur's father, an engineer from Pittsburgh, had
patented a process for strengthening steel and he gave us
a prophetic piece of advice. He said, get a patent to
protect yourself so the big conpanies don't just steal
your i deas.

We decided to start a conpany that woul d
revol utionize the entertai nment industry, which is no
smal | feat for a couple of guys fromPittsburgh. And we
were going to do it with a distribution nmethod that was
better, faster and cheaper than anything they had seen
bef ore.

In 1993, based upon Arthur's father's advice, we
received our first patent. Now, up to today, let's bring
oursel ves back to the future, if you will. Last nonth
James Rogan, Director of the U S. PTO said, in these
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heari ngs, "Understanding the patent system begins with
the recognition that patents are a form of property
anticipated by the United States Constitution.” Well, in
our property, Art and | set about to build a conpany and
change an industry. W were able to sell the world's
first downl oadable nmusic in 1995 and the first feature
filmin 1999. And since then we have sold downl oad
novies into nore than 70 countries worl dw de.

Before the world went Napster crazy, Arthur and |
presented the | eaders of the media conpanies with our
pat ent - protected net hod and system W offered them an
opportunity to sell their product, preenpt piracy and
make a new deal with the next generation of consuner.

But they were frozen with fear and a commtnent to cling
to the control that they currently had.

We started to feel a little bit like Filo
Farnsworth whose only reward for his invention of the
tel evision was personal satisfaction because in reality
he lost an epic battle with the Radi o Corporation of
America and General Sarnoff. Sarnoff spent, as sone of
you know, many years and nmillions of dollars to work
around Farnsworth's patents. Although Farnsworth will
al ways be renenbered as the man who invented tel evision
he hinself knew only the struggle of |awsuits.

The story of David versus Goliath repeats itself
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t hr oughout history, but in our case it is nore than just
a msmatch in size. It's nore than just one on one. W
seek to change the business practices of an entire nedia
ol i gopoly, an oligopoly which is currently under
i nvestigation, quite possibly engaged in a civil
conspiracy to restrain trade, and |like Sarnoff, certainly
commtted to delaying the future.

And that future, we believe, prom ses Anmerican
consuners the benefits of its new and useful process for
distributing entertainment. The future has to be based
upon a nutual respect for property rights, our patent
rights, their copyrights. And |I'mhere today to testify
enphatically that our patent rights are the only thing
t hat has the power to change the business practices of
men |i ke Rupert Murdoch, Summer Redstone, M chael Ei sner
and the handful of conpanies that control the production
and distribution of all of our recorded novies and nusic.

Li ke robber barons of an information age they
seek to control all forms of distribution. Consider the
foll owing statenent by Ted Turner of AOL Tine WArner as
told to New Yorker magazine in April 2001.

Ted said, "You need to control everything. You
need to be |Iike Rockefeller with Standard G I. He had
the oilfields, the filling stations, the pipelines, the
trucks and everything to get the gas to the stations.
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And t hey broke himup as a nonopoly.

You want to control everything. You want to have
a hospital and a funeral home so when they die in the
hospital you nove themright over to the funeral hone
next door. \When they're born you got them when they're
sick you got them when they die you got them" He said
"The ganme is over when they break you up, but in the
meantime you play to win. And you know you've won when
t he government stops you."

Fortunately for us, another Ted, Teddy Roosevelt,
once said the only way to neet a mllion dollar
corporation is by invoking the protection of a hundred
billion dollar governnent.

Art hur Hair sought that protection and we val ue
it in our patent rights. The fact that these patents
ultimately expire fills us with inpatience and forces us
to continue to innovate. And the ultimte beneficiary of
our inpatience and our innovation is the Anmerican
consumer. Thank you.

MS. DeSANTI: Thank you. Next we're going to hear
from Dan BurKk.

MR. BURK: [|'ve been fascinated to hear the
testinmony given thus far and | ook forward to engagi ng
wi th menbers of the panel because both of the previous
testinmony has certainly resonated with me. But | thought

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

107
| would start ny presentation by sharing with you sone of
the research that | nentioned in ny introduction.

This is some research that's currently ongoing in
conjunction with Professor Mark Lem ey at the University
of California at Berkeley who testified on the West Coast
heari ngs a few weeks ago.

We have been specifically | ooking at the question
as to whether patent law is technol ogy specific. What do
we mean by that? Well, we have in the United States a
patent system which, for the nost part, is directed to
all kinds of technol ogi es.

There are a few exceptions to that. There's
Section 103 and el sewhere where Congress has specifically
|l egislated rules with regard to a particul ar technol ogy.
But for the nost part we have a patent systemthat covers
sof tware, biotechnol ogy, nmechanical devices, and all the
ot her sorts of innovations that we tal ked about in these
heari ngs.

And so that |law has to be very flexible, has to
be very adaptable, has to be designed to neet the needs
of these different industries. But recently we have
noticed a trend towards beconi ng technol ogy specific in
the patent |law. And the best exanples of this are in the
area of software patents and also in the area of
bi ot echnol ogy patents which there was sone testinmony on
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yest erday.

Now, what are we seeing specifically when we
anal yze the cases com ng out of the United States Court
of Appeals for the Federal Circuit which, as you know, is
the court that Congress has vested with authority to dea
with patent |aw.

We find in the area of software patents that
we're focusing on here today that two very interesting
t hi ngs are beginning to happen. One of the purposes of
the patent systemthat we haven't heard about so far
today is to put information in the hands of the public
not only to protect the property rights of the inventor
and create that incentive for further innovation that we
just heard about but also to disclose that invention so
t hat when the patent expires everyone has that
information to build upon.

And in the area of software patents we are
finding, as we | ook at the cases that have been deci ded,
that the Federal Circuit tells us that essentially there
is no disclosure requirenment for software.

In cases that have conme before that court where
t here has been a question about disclosing code or even a
flowchart or sonme other indications of how software
wor ks, the Federal Circuit tells us that's not necessary,
t hat once you decide what you want to do, be it a
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split-sheet or a conpiler or sone other type of software,

that writing the code is nere clerical work. Anybody

with average skill in the art can wite that.
Now, | suspect that sone of the fol ks who do
progranmm ng, and sonme of them are here today, wll tell

you it's alittle bit nore difficult than that to
actually wite code that works. And we'll have a chance
to tal k about that, | hope, during the discussion period.

On the other side we don't give a patent to just
anyone who has di scovered sonmething. W only want to
gi ve patents to significant technol ogy advances so we
have a requi rement of obviousness. You can't get a
patent if your invention would be obvious in |ight of the
prior art.

And the Federal Circuit there has indicated that
there is going to be a very high threshold with regard to
obvi ousness, that nost software patents for npst software
inventions they are going to consider to be obvious.

Now, that is connected to this idea of disclosure
as |'Il nmention in a nonent but they are sinply the flip
side of one another. |f anybody as a matter of nere
clerical work can do some programm ng, |et you know what
function you want to have happen, that al so suggests that
it should be very, very obvious how to do that and so it
ought to be very difficult to get a patent on software.
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Let me just nention in contrast to that -- we
have already heard in these hearings about biotechnol ogy
yesterday but the situation has becone exactly the
opposite in biotechnol ogy.

The Federal Circuit has told us that we have very
stringent disclosure requirements in biotech. [If you're
going to try and patent a biotech nolecule, you need to
give us the sequence. Sinply knowi ng how to get that
sequence i s not enough. But there's a very, very | ow
obvi ousness threshold and essentially anybody who
di scovers a nolecule is going to be able to get the
patent on it.

Now, we suspect that as a matter of innovation
policy this is exactly backwards, that if you | ook at the
character of the two industries that we're studying,
sof tware where devel opment is typically increnmental has
relatively short devel opnent tinmes, relatively | ow cost
devel opnent, conpared to many other industries.

We suspect that we should actually have a nore
stringent disclosure requirenment and a relatively | ow
obvi ousness threshold which would | ead to nore and
narrower software patents. 1'll cone back to that in a
noment .

And in biotech by contrast, just to give you a

sense of what another industry would |ook |Iike, we have
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| ong and very expensive devel opnent times that we should
have | ess of a disclosure requirenent, higher obviousness
t hreshold, |eading to fewer and broader biotechnol ogy
pat ents.

Now, sone people cringe when we suggest that what
may be needed in software is a different standard that
woul d gi ve you nore and narrower patents because there
are many conplaints already that we have too many
software patents. Let me note that we're tal king here
about valid software patents because we suspect that the
maj ority of software patents that are issuing would be
inval id under the standards that have been announced.

What are the causes for this? Well, I'Ill just
suggest a couple that we found out. | have already
menti oned the | egal standard. W suspect that there
shoul d be sone tinkering with the standard that's used to
measur e obvi ousness and neasure disclosure in these
i ndustries.

More inmportantly, | think there's an
i nformati onal problemthat as courts are | ooking at these
i ndustries, we are typically | ooking at old technol ogy,
especially the biotech area but certainly the software
area where things change very rapidly.

By the time a case gets up to the Federal Circuit
we're | ooking at rather old technol ogy and so they are
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devel opi ng standards that m ght have applied 5, 10, 15 or
even 20 years ago, but probably don't neet the needs of
t he industry today.

And so one of the problens here is working from
facts that are no | onger appropriate to what the industry
needs. So with that | will close ny presentation and
| ook forward to engaging the other panelists in a
di scussion of the issues that they raised and the issues
rai sed by this research. Thank you.

MS. DeSANTI: Thank you very much, Dan. W
al ready have a lot out on the table to discuss and now
we're going to get even nore. Lew Gable.

MR. GABLE: Thank you. M comments this afternoon
will reflect really my career in ternms of preparing and
prosecuting patent applications before the patent office.
| can synpathize very greatly with Scott in his problem
of enforcing his patent, even valid patents.

If you do not have a patent, you really have no
protecti on and soneone can cone al ong and take and steal
your idea and you have no recourse to that taking, that
stealing of your intellectual property.

Most of my clients are small clients and they use
their software patents in order to attract capital. And
so it's not |ike perhaps a | arge conpany that has
t housands of patents and the |life of the |arge conpany
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does not depend on one or two whether they are issued,
whet her they're valid or whether they can be enforced.

But if you talk with nost of ny clients the first thing
they are interested inis in terns of using their patents
in order to get capital so that they can devel op and

mar ket their invention. Literally, patents are the
lifeline of this conpany that will keep it going until it
can either make it or break it really in the marketpl ace.

One of the things | wanted to talk about, and
nost of mnmy career has been in dealing with conputer and
now et hod of doi ng busi ness patent, | wanted to go over
some of the standards we have in terms of securing
patents and to give you ny feel on which are the npst
i nportant which have been settl ed.

As you are aware there is at |east two basic
st andards, Section 101 of the patent code, and this deals
with what kind of inventions may be patentable. W have
been operating now for 30 years with security protection
for patents.

There has al ways been at | east a basic question,
can you patent software? Can you patent nethods of doing
busi ness? And over this 30 or so years of tine there has
per haps been 55 decisions of the Federal Circuit and the
Court of Custom and Patent Appeals.

In addition, in | believe it was '96, the patent
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office issued its software gui delines on how to prepare
conput er applications. And it's gone further. |t has
provi ded very definite and very meticul ously detail ed
t eachi ngs of how to prepare clains that will pass 101
must er.

And so we conme down to the point nowin 2002 and
we have a very well-defined standard. It is the
practical application standard. If your invention,
whether it's a nethod of doing business or whether it's
software, if it has a practical application in the
technol ogical arts, then it is patentable.

State Street said this; AT&T reinforced State

Street. The Suprene Court has refused to hear these on
cert. And so this aspect of the patent |aw and the way
it looks at software is very well settled, at least in
the patent office, at least in the Federal Circuit.

But there are other issues, the issues involved
in Sections 102 and 103. And this is the area where we
get intoin terms of what it takes to be patentable.

How nuch do you have to be different fromthe
prior art in order to be awarded a patent? And it's in
this area that we seemto have nore difficulty and, as
ot her people have alluded to, the problem cones up when
you don't find the nost pertinent reference.

And the patent office has been justifiably
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criticized for exam ning patents and issuing them w t hout
the best art, the best technol ogy cited against them

The down side of this, of course, is that if you
m ss the nost pertinent references you have seriously
underm ned the presunption of validity of your patent.

How do you do this? WelIl, how do you find better
prior art? It's tough. There are sone built-in problens
t hat you have. Probably the first is just the very
nature of the technol ogy we're | ooking at.

| can remenber when patents were just starting
out a long, long tine ago, soneone gave ne the project of
trying to determ ne whether a certain piece of technol ogy
was infringed or not. And what | got was a box of object
code and sonmeone said, "Tell nme whether this infringes ny
patent."” That's alnost a no-brainer. | nmean, there's no
way you can do it.

| said, "Fine, would you like to spend maybe
$10, 000- $20, 000 goi ng through this object code and
telling me what it does?" [It's often very difficult to
know what processes, what functions, are happening in a
pi ece of software if you only have the source code and
much worse if you just have the object code. It's a very
difficult task and of course you can't use that as a
prior reference in the patent office to reject certain
patents because you don't know what really that software
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is going to do.

The ot her problem we've had -- and we've had it
in the '80s with software patents and we're having it now
with nethod of doing business patents -- and that is we
have had a rush of creativity and patenting. 1In the
early '80s there were no patents on how to program your
comput ers.

There was very little out there that could be
used as prior art references so the patent office was put
in the position -- "W have no references so we have to
issue this."

It's simlar now with nethods of doing business.
Met hods of doing business, if you want to have a birth
date for these kinds of patents you m ght take it as
Decenmber '97. This was the first tinme that the patent
office issued a set of classification, their word.
think there was a handful, maybe 800- 900 patents at that
poi nt that were issued. And that's when they started to
classify it and put it into a particular class.

Well, since then, since '97 and you go from year
to year to year, there has been a 40 percent increase in
t he nunmber of patents that are issued. But unfortunately
in ternms of prior art, nost of these are not of nmuch
val ue because it's now taking two to four years to
successfully exam ne such patents in technol ogy center
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2100, which is the group of exam ners that exam nes
busi ness net hod patents.

Ri ght now in that center the pendency for an
application has gone fromtwo or two-and-a-half years to
three years in order to get your first exam nation. So
you m ght be |ooking at four to five years before you
woul d actually get the patent issued. And when that
happens and it's happened with nethods of doing business
type of technol ogy, you have nothing to recheck them
wi t h.

The exam ner is sitting there trying to find a
reference. And there's no reference because everything
is being held in secrecy. |It's an application -- the
technology is described in a | ot of applications but the
exam ner cannot use themto recheck the new applications
that are comng in. So you do have a probl em

But in part, sone of these problens are
self-correcting. In the '90s, after we have literally a
decade of incredible amunt of patent and creativity in
ternms of software, you could go in and you can find prior
art without nmuch nmore difficulty than you can in any
ot her technol ogy.

And we're al so seeing now in methods of doing
busi ness, we're starting to see the first basic patents
i ssue. And they, of course, being the basic patents, |'m
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sure, will be good ammunition for patent examners to
apply agai nst applications that are just now being filed.
There's other things that are happening that can affect
t he probl em of whether or not you have the best prior
art. Alnpost a year ago now, the patent office has begun
to publish not issued patents but pendi ng applications
even before they are all owed.

In a single year, and | just checked this with
Robert because | wasn't sure, but somewhere between
50, 000 and 55, 000 published applications have now been
publ i shed in the span of one year.

This is going to give a trenmendous resource to
the exam ners and to the patent bar to know not only what
i nventions are patentable under 102 and 103, but also are
there patents out there that are of potenti al
infringement interest?

One of the big things of the |ack of technol ogy
or lack of patents is that you're trying to advise a
client who's comng in and saying, "Can | enter this
field and are there third-party patents out there that I
will infringe?" |If these patents are sitting in the
patent office there's no way you can legally | ook at
them There's no way to find out whether your client
will be just walking into an infringenent problem

And the thing that often happens, and it's sort
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of tragic for the individual small inventor. They put a
| ot of noney and a lot of effort into this process and
two or three years down the line, typically, in the
course of the prosecution of their own patent they found
out anot her patent has issued that covers their invention
and they're barred fromusing it. Hopefully, the present
publication of references will go a long way to do that.

The patent office is to be applauded in many ways
for how they have handled a very difficult situation.

The office is criticized for not finding references and
certainly that has to inprove, but certainly they have
done a lot to solidify and explain what the definition of
statutory subject matter is.

In ternms of what the patent office is now doing
wi th nethods of doing business, they have taken speci al
procedures with this kind of invention, particularly in
t echnol ogy center 2100. They're doing a nunber of
things. One of the things they're doing is they're
encouragi ng their exam ners to use the Internet.

If you' re going to exam ne an |Internet patent,
where the best source of information is on the Internet.
And so you go; you search and find the Web sites and get
a disclosure of what's happeni ng.

The other thing that is happening is that once

t he application has been all owed, a senior exam ner,
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typically someone fromquality review in the patent

office, will come in and before that is actually issued,
the notice is set, the experienced examner will take a
| ook at that and will give it his or her blessing. So

you do get a second review of these applications before
t hey conme out.

The other thing that is being done is that they
want to make sure that each application is thoroughly
searched. And so the group directors of 2100 have set up
a set of fields of search so that if you have a
particul ar technol ogy, you will have to search a
particul ar set of subclasses, particul ar dat abases.

For exanple, how about if you're patenting a
met hod of encryption of credit card data? There is a
particul ar subclass and there's a related subcl ass that
deal with that technology in Class 703. According to the
instructions that are given to those exam ners, they have
to search all of those subclasses and they have to search
t hrough rel ated dat abases of technol ogy.

And this has hel ped to ensure that to the extent
possi ble -- you can at least in a particular technol ogy
center -- you will have the increased shortness of the
exam nation in the hope that you have really found al
t he nost pertinent technology. But to the extent that
t he patent office has done that there's other things, I
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think, the patent office can do.

And these may just be the pipe dream but what |
would like to see themdo is to give the initia
exam nati on of each of these patent applications nore
time. | have been an exam ner in the patent office and
one of the things that you're really crunched with is the
time in order to make the first exam nation.

In the first exam nation you have to read the
application which may be 30 pages; it may be a hundred
pages. You have to search the prior technol ogy and you
have to also wite a report and the tinme you're typically
given for sonmething that may be not too conplex, you
m ght be given eight hours to do it. And that is tough
to do. It is very difficult. So it would be good if
they could give nore time with the initial exan nation.

And the ot her suggestion -- these are not
anything new with ne but certainly |I endorse them-- and
that is to take steps to keep the experienced exam ners.
There is a very significantly high turnover in the
exam ners particularly, | understand, in the biotech area
as well as the software, nethod of doing business area.
So at least at one tinme in the |last recent history, 50
percent of the exam ners that were in exam ning software
had | ess than two or three years experience.

And if you're going to be able to exan ne well,
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you not only have to know the patent |aws, you have to
know t he technol ogy. So the worst thing that could
happen for soneone |like nyself is to get an exam ner who
has just been in the office for six nonths because they
don't know the technology and the references they wll
typically cite to ne are not typically pertinent.

But the one thing, and | was just talking with
Robert, is that what this neans is that you have to have
nore exam ners. You have to increase the nunber of
exam ners and yet this is going to be very, very
difficult under the present ways in which the patent
office is funded and the way in nonies are given to the
patent office, and particularly in relationship to the

fees that are been charged for exam nation

It's not the picture I would want and | guess |I'm

very concerned about this and the resulting inability
really to do the examnation that is required and to
really find the nost pertinent references. Thank you.

MS. DeSANTI: Thank you very much. Qur final

speaker before the break will be Ed Bl ack. Ed?

MR. BLACK: Thank you. |It's a pleasure to be here

and | want to again congratulate the Comm ssion and DQJ

for bringing attention to what is a very inportant part

of our econony and | egal structure that needs, | think,

great deal of attention. As | said earlier CCIA has a
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l ong history both in antitrust and intell ectual property
activity. W have been strong supporters of intellectual
property over the years, and with software piracy, but we
have al so been very concerned that the scope of such
t hi ngs such as copyright protection -- I'lIl speak a
little nore broadly than just patents, but IP in general
because they're trenmendously intertwined in the software-
Internet world that the scope of protection is not being
properly extended so as to unreasonably inpede the
devel opment of innovative hardware and software products
that interoperate with other products in the marketpl ace.

We have our core goal to be vigilant in the
efforts to maintain the openness of the Internet and the
snoot h operati on of nodern tel ecomruni cati ons networks.
As a | eading industry advocate for the application of
| egal standards that will effectuate the constitutional
mandate to ensure authors "the right to their original
expression” while encouraging conpetitors to build freely
upon the ideas and information conveyed by a copyrighted
work, a strong yet bal anced system we're convinced,
wor ks best for all. At the outset, it's inportant to
enphasi ze that our antitrust laws are in no way
subordinate to intellectual property |aws.

This point was made very clearly recently when in
June the U S. Court of Appeals for the District of
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Col unbi a delivered an en banc deci sion unanimusly in the

U.S. v. Mcrosoft case and it responded in that case to

M crosoft's claimthat their intellectual property rights
excuse conduct that would otherw se violate antitrust
| aws.

"Mcrosoft's primary copyright argunent borders
on the frivolous. The conpany clains an absol ute and

unfettered right to use its intellectual property as it

wi shes. If the intellectual property rights have been
lawfully acquired,” it says, "then their subsequent
exerci se cannot give rise to antitrust liability."

The court continues, "That is no nore correct
than the proposition that the use of one's personal
property such as a baseball bat cannot give rise to tort
liability.” The court wound up concl udi ng that
intellectual property rights do not confer a privilege to
violate antitrust | aws.

| woul d suggest this unani nous en banc deci si on
should be in the forefront of all of our consideration on
devel opment issues in this area as well as focus here on
copyright. It generally does use the |anguage of
intellectual property in the broadest sense.

It's that wi se jurisprudence that we think should
guide us and that, while intellectual property rights are

absolutely essential to encourage innovation and
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creativity, strong safeguards are also necessary to
prevent the abuse of those rights.

lI'"d like to briefly discuss a few points rel ated
to one particular area, business nethod patents, which
have obvi ously been nenti oned.

There's little debate that the nechanical process
in the offline world can be patented. However, in recent
years sonme patent applications have clainmed patent rights
for taking a commercial process or business nethod that
has existed in the brick and nortar world and promnul gat ed
it online. W believe that these kinds of patent clains
do not serve the purpose of the patents | aws.

Some exanpl es include Amazon's one-click purchase
patent, reverse auctions on the Internet and British
Tel ecom s hyperlinking patent. The experience with these
and other patents is illustrative of how the |iberal
i ssuance of business method patents can create perverse
results.

PTO is clearly overburdened by the huge nunber of
patent applications and has | acked adequate resources and
we' ve had a good description of many of the problens that
exi st to conduct a kind of thorough prior art review for
each application.

But unfortunately, the results therefore have

been predictable. 1In order to renedy the situation,
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Congress and the PTO needs to institute sone basic
changes in procedures, as well as the resources necessary
to provide nore neaningful opportunity for the affected
busi ness community to challenge the validity of a
busi ness nmet hod patent claim W obviously have nore
details in our witten subm ssion which [ay out sone of
this nmuch further.

| think it's also hard to tal k about software and
the Internet without talking about the international
Treaty and the DMCA | aw whi ch has been inplenmented in
connection with that. And you have Section 201 at the
DMCA.

The anti-circunvention provisions of the DMCA we
are concerned and at the time of passage indicated that
we t hought there were sonme fundanental flaws in that
construction.

Legitimte efforts to deliver new and i nnovative
products in the market and to consunmers have been
t hwarted or have been chall enged as violations of the | aw
as amended by DMCA.

We recently have observed the rise of litigation
i nvol ving reverse engi neering of the encryption
protecting digital versatile disks. This litigation
exenplifies the undue narrowness of the DMCA reverse
engi neering process. W support very strongly a
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br oadeni ng of reverse engi neering exception to facilitate
interoperability of any storage format with any operating
system or software platform

The other thing |I think when we tal k about the
Internet and software is what it does in the world of
information and data flow. And we have seen the issue of
dat abase protection has arisen.

And for several years Congress has w sely
declined to enact legislation to protect owners of
est abl i shed databases from conpetition. Clainmng to be
victins of database privacy or free-riding, |arge
publ i shi ng houses, largely foreign, and others now
advocat e passage of |egislation to provide novel |egal
protection to databases.

Most others in the high technol ogy, science and
academ ¢ community believe an entirely new regi me of
intellectual property law is unnecessary, unw se and
coul d have serious negative results on the inpact and
flow of inportant information on the Internet and in an
open society.

We believe a nere conpilation of facts already in
the public domain in whatever form does not neet the
constitutional standard for intellectual property
protection unless there is a regional selection
coordi nati on or arrangenent in the conpilation as
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indicated in the FEeist decision.

Both this Conmm ssion and DOJ has w sely voiced
objections to the Coble Bill in the House citing serious
Constitutional reservations and concerns about the effect
of this legislation. And we urge you to continue to do
so when asked or not.

One final issue. W believe that conpetition
issues are very inportant, as | said, in the devel opnment
of products for consuner and enterprise software markets.
G ven the dom nant position that Mcrosoft holds in these
markets, it's inportant to | ook at the way in which they
have attenpted to utilize the Copyright Act as a
strategic tool to achieve anticonpetitive objectives.
Restrictive |licenses required of computer manufacturers
and zeal ous protection conceal nent of interface
specifications are anong the primary tools M crosoft has
used to protect and extend its nonopoly position and
thwart effective conpetition in related markets.

As a | eadi ng supporter of the Justice
Departnent's case agai nst M crosoft, we have recogni zed
that antitrust enforcenent alone is not sufficient to
restrain an aggressive nonopolist. The protection of
vital user rights under the Copyright Act is also
essential for the preservation of conpetition and
i nnovation in the conputer and software industries.
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We felt it was necessary to nention M crosoft
because they are the 800-pound gorilla in this world and
it would be inpossible to have di scussion of the
intersection of intellectual property and conpetition
policy in the high technol ogy sector w thout doing so.

The resolution of this antitrust case and the
intell ectual property and other renedies that are |ikely
to be inposed upon Mcrosoft will be a primry
determ nant of the future of the conpetitive environnment
of our industry.

In conclusion, | said that this broad area that
you are holding these hearings on is an area that is very
ripe for debate. W' re pleased to be part of it. W
recommend that the Commi ssion take a |leading role in
maki ng sure that our intellectual property |aws and
conpetition | aws achi eve the necessary bal ance.

The courts on a whole, we think, have been doing
a good job in trying to preserve the fundanmental bal ance
bet ween protection and conpetition.

However, | think that, frankly, the other two
branches of governnent have not. During the '90s sonme
dom nant conpani es persuaded Congress and the Executive
Branch that stronger intellectual property |aws neant
more j obs and exports w thout consideration of the
benefits of a bal anced system
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The rel evant House conmttee and the PTO within
t he Comrerce Departnment have, | think, been overly
i nfl uenced and persuaded by these argunents.

Accordingly, intellectual property legislation over the
past decade has steadily ratcheted up the |evel of
protection with | ess concern for public domain, fair use
and overal |l bal ance.

Where can we find the countervailing forces to
the politically influential content industries and other
dom nant players? The courts can only do so nmuch. They
cannot create the exceptions and limtations Congress has
explicitly rejected.

It would be unrealistic to expect the PTOto
advocate strongly against the expansion of its
jurisdiction and against the interests of its custoners
that fund its operations.

| would submt, however, to the Comm ssion that
it and the Departnent of Justice are |ogical
countervailing forces to the strong dom nant industries
in this area. Their role is to protect -- your role is
to protect the public against nonopoly power and vari ous
corporate interests that seek to expand their
intell ectual property nonopolies through |egislation.

I would urge both institutions to please increase

your capability in the intellectual property area and
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your commtnment to strong conpetition and to participate
vigorously in interagency and inter-branch process on
behal f of conpetition rather than deferring to agencies
whi ch may have substantial technical expertise, such as
PTO, but lack the ability to put in perspective all of
the relevant factors and maintain the proper bal ance.
Thank you very nuch.

MS. DeSANTI: Thank you, Ed. All right. | think
we're just going to take a ten-mnute break to digest
everything that we have heard and then we'll conme back

for an hour of discussion. So let's return at quarter of

3: 00 pl ease.
(Wher eupon, a short recess was
t aken.)
MS. DeSANTI: | wanted to begin, Dan, by asking

you a few questions about your presentation, and al so you
menti oned that you had some questions on your mnd. So |
want to let you follow up with those. But one question
that occurred to nme is -- well, there are two questions.
One is was your research indicating that, in fact, in
particul ar cases the way the Federal Circuit has applied
the | aw which on the surface, at least as it is

articul ated, appears to have a one-size fits all standard
that, in fact, in particular cases it was articul ated --

it was applied differently or that the articul ations were
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different? That's one question.

And the second question is why would you ever
want to tal k about | owering the standard for disclosure?
We have heard a | ot from people through all of the
sessions so far that the fundanental pact involves a
period of property exclusivity in return for a disclosure
that is in the public interest to foster innovation. So
those are two questions to start wth.

MR. BURK: Sure. The analysis that we have
been doing, in particular these two sets of cases,
Federal Circuit cases dealing with software patents and
the Federal Circuit cases dealing with biotechnol ogy, as
you say indicates that in the abstract we have a one size
fits all system We say, well, we have these | ega
standards. We apply themto everybody. W apply themto
sem conductors. We apply themto biotech. W apply them
to software.

But the standard deals with sonmething called the
person having ordinary skill in the art. That's the
| egal standard that tries to match the characteristics of
the industry and their needs to the patent law. So we
try and evaluate patentability as conpared to what's
al ready known in a particular industry.

Now, that should be nore flexible -- enough in

the | aw when we | ook at software to say, "Well, we think
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that the person of ordinary skill in the art in regard to
software knows a certain amount and that will determ ne
patentability, but the |evel in biotechnology m ght be
different." For exanple, the Federal Circuit has told us
that a person of ordinary skill in biotechnology is at
the Ph.D. |evel.

That is not necessarily the case in software. It
m ght be the teenage hacker in the garage m ght be the
person with ordinary skill in the art in software. So we
try to adapt it to the different industries and as we do
that we're discovering that we are essentially evol ving
sort of subreginmes of patentability so that the Federal
Circuit has articulated a very, very distinct and unusual
standard for biotechnol ogy that says you nust disclose a
DNA sequence to us in order to get a patent, but once you
do you are essentially assured of a patent, whereas in
software they say, "Oh, well, just tell us what you want
it to do."

And we figure that the person of ordinary skil
in the art in software, once you tell what you want to
have happen, they can always wite the code. Witing the
code is no big deal. Now, in reality we suspect witing
code is a big deal -- getting the bugs out, getting it
devel oped and actually getting it to function.

So again, the articulation has been one size fits
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all, but the outcone is that we have very, very different
standards for different industries.

And going to your second question, why would you
want to | ower the requirement for disclosure? Renenber
that one of the hurdles you have to get over to get a
patent is you have got to disclose sonmething to us.
That's the pact that you tal ked about.

In the area of software there is essentially no
hurdle at all. Tell us that it's a conpiler; tell us
that it's a spreadsheet. W' Il assune that you can wite
the code. You don't need to tell us what the code is.
You don't need to give us a flowchart, don't need to give
us any indication of how you do it, just tell us its
function.

I n biotech though, as |I said, this standard is
very, very stringent. You nust have actually found the
sequence even if one of ordinary skill would know how to
find the sequence. And so that creates quite a barrier
to the biotech patent application -- | have already done
the work but to have the sequence in hand before |'m
entitled to a patent.

And it may be that a | esser standard woul d be
appropri ate because part of what we're trying to do as we
heard from sonme of our first panelists is use this patent
to get venture capital, use this patent to get the noney
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to devel op sonet hi ng.

And so maybe if | know how to get the sequence,
even if | don't have the sequence in hand yet, it may be
appropriate to give that person a patent so that they can
attract the venture capital to innovate, to actually
devel op that and turn it into a nmarketabl e product.

You asked about sonme of the questions | had. One
of the things that canme up several times with the other
panelists comments that | found fascinating and really
resonated with is the intersection that | ooked at the
measur e between copyright of the content industries and
patenting of the software or Internet innovations.

And one of the issues that has been on ny mind is
t he question that Mark Webbi nk had nenti oned and Ed
mentioned with regard to fair use. O course, in the
sof tware copyright context, fair use has been critical to
conpetition because the courts have told us that reverse
engi neeri ng soneone's software is a formof fair use.

And so fair use essentially gives you the ability
to | ook at sonebody el se's code, | ook at sonebody el se's
software and create an interoperable or conpeting
product. Patent |aw, as we know, doesn't have a fair use
doctrine. So as we're starting to patent these things it
seens to ne that we may be inhibiting innovation,

i nhi biting conpetition, because | can't reverse engi neer
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sonmeone's product, can't do what | can do in the
copyright area with patent.

| wonder if the other panelists are seeing this
-- that because there's no fair use in patent law, it's
harder to create interoperability, harder to create
conpeting products?

MS. DeSANTI: Let ne add just one additional part
to that question which is a question of when do you
choose copyright versus patent protection? Wen does it
make sense to choose copyright protection for software?
When does it make sense from a business perspective to
choose patent for software? Lew?

MR. GABLE: A lot of it depends on what's
commercially at risk. A patent in the software area may
cost you $30,000- $40,000 to file and prosecute.

MS. DeSANTI: Could you pull the m crophone a
little closer? Thank you.

MR. GABLE: It will cost you $30,000 or $40,000 to
prepare and file and prosecute a run of the mll, 15-page
patent application protecting a particular application
program In order to do that you have to justify that
expense.

And at that point if you do have that need to
protect that technol ogy because the market is going to be
sufficient to support that kind of cost, then you
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probably want the added advantage of the patent.

The patent uniquely has the advantage to protect
a process. And you take a | ook at nost of your software
patents. You take npbst of your nethod of doing business
patents and they boil down to a sinple flow di agram

Everything that goes into a claimcan al nost be
correlated back to a sinple flow chart, so you can get
protection at a fairly high level. And, of course,
that's our goal, to get as much as we can. And, of
course, what limts us is the prior art. And that's why
it's so inportant to know what's the prior art so you can
cal cul ate how far you should go with the scope of your
cl ai nms.

MR. BURK: Surely Ed has sonething to say about
i nteroperability.

MR. BLACK: Well, | guess | was nost intrigued by
t he question because you felt the need, Susan, to qualify
it and say business reasons because the truth is that's
what is governing here and that's what's wong. |It's not
i nnovati on enhancenent rationale.

It really is covering yourself and liability and
protecti ng and maki ng sure you' ve got instead of sonebody
el se. And sonmehow we have intellectual property
interl ocking reginmes where the goal is really how to gane
t he system
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And I'mafraid that just in too many different
pl aces it has lost its fundanental engine, which is it's
supposed to be the dynanp and the | egal structure that
really pronotes innovation.

And I'm just increasingly seeing that that's not
its core function, that the core function is business
strategy, gam ng, squeezing players out, preventing
people fromwanting to take risks -- sone of which are
not relevant to innovation. Sone are absolutely contrary
and count erproductive.

| can say positive things too -- | guess |I'm
overenphasi zing the negatives here, but they do seemto
stand out. And | think it's worth pointing out that I
haven't researched the year so | could be off, but
sonewhere in the early '90s was the point at which
software patents really expl oded.

And until then, | think the nunmber | renenber is
seven or sonething existed. And nost of the tremendous
dynam c growth in the conputer software industry occurred
before then. So you had vigorous dynam c vital growt h,
exchange of information, rapid innovation w thout needing
any innovation boost fromthe patent system for software.
So now we've got it.

And everybody's got thousands of patents that are

all over the place but it's really hard if you | ook at

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

139
that history to conclude that patenting of software is a
really valuable catalytic plus for innovation.

MS. DeSANTI: Let nme just stipulate to clarify on
the record that when | say for business reasons, | assune
t hat innovating is a business reason. Scott?

MR. SANDER: Yeah. | wanted to say sonething that
Ed mght be a little surprised at, but certainly will be
interested to hear, and that is that | didn't actually,
at first, respond to that question because it seened to
be a question about patenting software or copyrighting
sof t war e.

And we have patents that have both nmethod and
systens claims. We build a systemto distribute the
nmovi es and nusic of digital audio and video
el ectronically. W have patent protected many things
t hat we have done around there, but I'mnot qualified to
answer the question because we, specifically, as a
busi ness strategy since Day One never make software
because we live in Anmerica and patented or copyrighted it
doesn't really matter. There, that's nmy gift to you
t oday, Ed, because there is a reality called Mcrosoft
that puts us in a very different situation as a smal
conpany trying to build a business.

So we only |l everage the software that M crosoft

creates and then patent protect the nmethod and system so
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that we don't get Mcrosofted on our core business. So
that's a concession that we do neither because we just
bail before we even start because we don't do software.
And that's probably another area on the other side of
t own.

MS. DeSANTI: Yes, exactly. And we're not
covering those issues today.

MR. BURK: Those are both very interesting
comments to nme because |I'mrem nded of a story about a
close friend of m ne who was a property attorney who
noved froma law firmto an in-house position with a new
| nt ernet startup.

And his first day there he went down to see what
t hey were devel opi ng, what the engi neers had cone up
with. They showed himtheir |atest product and being, of
course, an intellectual property attorney |like Lew or
mysel f, said, "Cee, | wonder if we can patent that?" And

so they thought about it and they said, "No, it was too

obvi ous.” They wouldn't be able to patent it.
And he said, "Well, naybe we can protect with
copyright." And they thought about that, the engineers,

and they decided no, copyright wasn't really very good

protection for that. And ny friend said, "Well, what are

we going to do? W're going to | ose the conmpany."” And

t he engineers | ooked at himlike he was insane. And they
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said, "We're going to sell this for six nmonths until our
conpetitors copy it and then we'll nove on and sel
sonet hing el se.”

And that's what we do in this industry, which
tends to anecdotally support Ed's view that maybe when
you have a very, very short devel opnent time and very,
very short life for sonme of these products, sone
intellectual property protections, as they now exi st,
just are not terribly helpful in your business plan.

MS. DeSANTI: Mark, | have to ask you this
gquestion. You nentioned that you do have copyrights and
| m wondering as a corollary whether you can help us
understand if making noney from protecting intellectual
property rights is not your business revenue nodel, what
is?

MR. VEBBI NK: Well, maybe addressing that issue
first would be helpful. Wile we derive sone inconme in
our conpany fromthe distribution of open source software
nost of that incone centers around, in terms of if you
think of a traditional boxed product, the fact that we
are delivering convenience at that point because the sane
product that is in that box is freely downl oadable from
our website. But if you are not on a Tl line, if you're
trying to downl oad Red Hat Linux software with a 28K hone
modem if you don't have about six days of free tel ephone
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time it mght take you a while to do that.

And so it's there as a retail product to help
consuners be able to get it on a CD, get sone technical
support, get sonme credit nmanuals, that sort of thing.

And the software itself is still fundamentally free.

So where do we derive the rest of our income? W
derive it froma variety of things. One, we have a very
robust training and education program around Linux and
ot her software related to open source software including
training on C++ and things |like that which provides a
good deal of income for us.

We do derive sone incone fromjust pure technica
support, the kind of, "I need help. I'mtrying to get
this software installed. |[|'ve |ooked at UNI X my whol e
life and can you help nme wal k through this?" devel oper
support which is becom ng an increasingly inmportant thing
for us. I'll come back to that in just a second.

Engi neering services, nuch of that's been focused on
enbedded systens, but it's also been support of other

sof tware vendors who are interested in porting their
products to run on Linux and need interfaces devel oped so
that the applications will run.

A growi ng portion of our business is in just pure
| T type consulting. Related to Linux again, you've got
| arge users that are | ooking to convert their operating
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system and they don't have the internal resources to make
this mgration. They need help. They need a m gration
path defined for them They need assistance in making
the mgration. They may need sone high-1level software
that they use from other vendors ported in advance and so
we have consulting services built around that.

And so the vast mpjority of our inconme is derived
from services and al nost nothing fromwhat you would
traditionally think of as the sale of software. (oing
back then to understandi ng where we are in our industry
and in areas of where we do conpete and conpete
effectively in areas where we have, for very rationa
reasons, not conpeted against the conpany that has a 94
or 96 percent market share.

Where we have conpeted effectively is in the
server market, both in web servers and enterprise
servers. And there, the biggest gap we had to overconme
was not within the web server market but within the
enterprise -- large industry | ooking to adopt an
alternative operating system

And there they needed, again, assistance in
convi nci ng maj or 1SVs, and those woul d i nclude conpani es
like Oracle, IBMitself with its DB2, Lotus Notes and
products |like that, Veritas. These are conpani es that
are providing software that is critical to |arge industry
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and that software didn't run on Linux.

And so we had to bridge that chasm W had to
get fromthe early adopters to a point where those |SVs
now saw that that's where the market was goi ng and
started noving and wanting us to help carry theminto
t hat marketplace. And that's where we have gotten to.

So sone would say that, in fact, this is before
| joined the conpany |I read the coment sonewhere, Red
Hat was a successful IPO in search of a business plan.
And | would say that to sone extent that m ght have been
true three years ago. But the conpany has very nuch
focused itself now.

We are in a business where we don't have the
ability to |l ook and say, "Well, what did sonmebody else in
this industry do because there has not been an open
source conpany that's been built on open source
technol ogy before.” So we have had to take a few steps
forward and even once in a while take a step back and
say, "Okay, this is an area where it's working and this
is an area where it's not working." \Where we found that
it does work though is built on a subscription nodel that
is fundamentally built around service and customer
conveni ence at very different levels. At the retai
| evel customer conveni ence was built on sinply delivering
a CDrom At the enterprise |evel custonmer convenience
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is built around a systemthat we called Red Hat Network
whi ch allows system updates and nanagenent to take pl ace
at a very high |evel

We touched earlier on the fact that there are
mul tiple regimes here that touch on software and this is
sonething that | don't think the average person
recogni zes, that software is touched by virtually every
formof intellectual property reginme, be it patent, be it
copyright, trademark, which is critically inmportant to ny
busi ness, and al so trade secret. They have all touched
on it at one point or another.

It's now at a point and I think in sonme respects
whil e maybe not totally unique, it is probably nore
unique in that regard than other areas of intellectual
property. 1It's not sonething you see to the sanme degree
in chem cal or nmechanical itens.

And it's that overlay to where you' ve got fair
use under copyright, but proprietary conpani es sayi ng,
"But you can't reverse engineer nmy product.” And their
product now contains patents that they're supposed to
have of fered discl osures on, but you | ook at what's
available in terms of a disclosure and all you can | ook
at are clains that are extraordinarily broad.

And | recently got a very typical letter in the
patent industry froma law firmrepresenting a conpany
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t hat hol ds sone patents inviting us to consider taking a
license in their patents because they've got this broad
range of technol ogy covered by their patents that they
have acquired.

And | take those and | send them out to our
software engineers and in a matter of about 24 hours they
have cited prior art to every one of these. And this
isn't sonmething that should have been hard to find. |It's
just this type of technology was well known several years
before these applications were ever filed. And yet the
patents have now been issued.

Now, this being the typical run of the mlIl sort
of situation |I'm probably going to tell these fol ks what
t hey can probably do with their patents, that we are not
likely to take a |icense. But you take those sane
patents now and put themin the hands of a very large
corporation that's got $40 sone billion in cash in the
bank and you've got a very different situation.

How do | fight that situation? | can't sinply
ignore that and I'mnot on a | evel playing field anynore.
And that's part of where our concern is with this
process. Red Hat is not opposed to intellectual property
protection. W are not opposed fundanentally to patents
and patenting things, but as a casual discussion was
going on during a recess, it's largely about bal ance.
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Where do you strike the bal ance between what is, for |ack
of a better term true innovation, sonething that is
addi ng val ue, and sonething that is sinply trying to
carve off a block a world and starts off with its first
claimis, "We claimall things existing within the sol ar
system operating around -- consisting of nine to ten
pl anets,"” and that's the first claim And you go, geez,
| think somebody came up with that idea first.

Those are the sorts of things that we feel |ike
the system has gotten out of kilter in, where the area of
busi ness net hods, software patents is different from
ot her areas.

MS. DeSANTI: Well, let me follow up and ask
ot hers, and Dan, you may have information on this, are
you seeing in the cases that you have | ooked at really
broad clainms and to what extent do people around the
table feel that there is a problemwith the quality of
sof tware patents being issued? | know, Lew, you
menti oned a nunber of initiatives that the PTO has taken
totry to deal with this issue but nmaybe you can have
sone reflections as well on where they are in those
st eps.

MR. GABLE: There's a couple of thoughts. It is
very difficult when | hear sonething, especially in the
newspaper, that will say a patent covers this huge scope

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

148
of technol ogy. And you know as a patent attorney that if
you get into the very precise and rigorous infringenent
determ nation, that the scope of that claimw Il turn out
to probably be sonmething nmuch narrower, and | think one
of the great exanples of this is the Amazon.com patent.

I have not | ooked at it in great depth, but I
know enough that the people who did | ook at the
references and after a nunber of days of making a
determ nation cane up with the idea that this was not
clearly obvious over the prior art.

There's a question here. The District Court
| ooked at the references, |ooked at the scope, and said,
"I think this is valid.” 1t's apparent fromthe dicta in
the Federal Circuit decision, which reversed the
prelimnary injunction, that they were not quite so
sangui ne about the patentability of this. This is close.

And | think nost people would paint this,
especially in the newspaper, as here you have this way
overbroad patent. If it was very, very overbroad one
thing that woul d happen in the patent office, the patent
office would start a reexam nation process of this on its
own initiative.

But I'mfairly certain that the people in the
patent office gave the second |look at this, and they cane
up with the conclusion on the second tinme around, this
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was in private, that these clainms were nonobvi ous when
they gave this the second | ook. And so no reexam nation
process of the Amazon.com patent ever happened. But you
see how the Comm ssi oner of patent or the Director, now,
of patents works that if there is a patent that is
getting severe press, and of course Amazon.com patent,
the patent office will consider whether it should on its
own initiative or not take a second |look at it. And they
do.

In a nunber of situations, they do just wthout
outside party involvenent at all, they will take a second
| ook. And in some cases they have significantly narrowed
the scope of patents that were issued.

MR. BURK: | think two or three thoughts on that.
The first is the one that's inherent in Mark's conmments,
which is that the problemis not a patent with overbroad
claims or a few patents, but sort of a death by a
t housand cuts, that there are many, nmany of these
patents, that it's very difficult to determ ne which of
them are valid or not.

Looki ng at what the Federal Circuit says about
the standard, first of all, makes it difficult to
determ ne whether it's invalid because, as Mark
i ndicated, there's rarely disclosure on nost of these.

So they're claimng a ot with m niml disclosure for you
For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

150
to evaluate on and the Federal Circuit tells us that the
obvi ousness threshold is going to be very high.

So we woul d guess that many of these are going
eventually be found to be obvious, at least. But that is
several years and many thousands of billable hours down
the road before you get that determ nation. And so it's
the fear factor when you get this kind of delay the
mar ket is tal king about.

| think the second point to make in conjunction
with that is to ask ourselves what we think patents are
doi ng, because one of the assunptions that we typically
make and that we have been making in our discussions so
far is that patents exist to be |licensed to provide an
incentive or payback on investnment.

When you do R&D, you then have a piece of
intellectual property that you can |icense and coll ect
royalties on or sonetines infringenent damages on.

But we note the vast nmmjority of patents are
never litigated, never licensed, in nmore than 90 percent
of patents. Well, what are they doing out there? Wy
are peopl e spending noney to get these things? W've
heard some of the things that they're used for, right?

They m ght be used to attract venture capital and
never |icensed and never litigated. They m ght be used
in a situation where I'msinply being defensive. Mark
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tal ked about that a little bit. |I'mafraid of ny
conpetitor who has big portfolio patents. One way to
protect nyself is to develop big portfolio patents
myself, in case they ever decide to sue ne, that | have
sonet hing to countersue wth.

They m ght be used as negotiation chips in
various kinds of joint ventures. They m ght say, "Well,
you're bringing sonething to the table. | can bring this
portfolio of patents to the table."

So there are a lot of sort of nontraditional or
nonexpected uses of patents. And the question then
becomes how nmuch exam nation, how valid do we want them
to be to be used for all kinds of purposes? Clearly, if
they're going to be used to ask you to license or ask you
not to develop a certain technology w thout paying a
royalty, we would want that to be very stringent and be
real sure that that's a good patent.

If they were being used to attract venture
capital or signal sonething about your business plan, it
may be | ess inportant, but to make sure that they're
really on solid legal footing. |If they're being used as
sort of negotiation chips or for defensive posture, it
may be even | ess inportant.

So they're being used for different reasons than

maybe we had originally anticipated. And it's not clear
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how nmuch effort we need to put into those different types
of uses for them

MR. SANDER: | had a comment about the observation
t hat when these things that are actually quite conpl ex
end up in the nedia and it's a very sinple sound bite
and, especially the Amazon one-click, you just think --
two things imediately cone to mind. That nust be
obvious. And the second is, so what? Just do two-
clicks.

So what's the value? That's been a |little bit of
a problemfor us at SightSound Technol ogi es because, to
go back and do a little nore history, in 1995 we started
our conpany and sold the world' s first nmusic downl oad,
the sanme year that Jeff Bezos started his conpany.

And we thought this guy is so dunb because he's
only hal fway home. He's taking the order electronically,
but he's fulfilling the object physically. Meanwhile,
over in Pennsylvania where we were selling from back
then they had a little thing. Every time they would sell
a book they would ring this bell and then as busi ness
really started to take off and the bell was ringing so
much they had to unhitch it, ours wasn't ringing quite as
fast.

But we were convinced that it was a superior

solution to both take the noney electronically and
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fulfill the transaction electronically. Well, | just say
that to give you the sense that we were both there doing
busi ness al ready, precisely because we had raised venture
capital around our patents in 1995 before they even filed
for their one-click patent. And we were doing our
busi ness based upon a filing from 1988 for a patent that
issued in '93.

And our first order of business in '93 was we
went around to all the record | abels and novi e studi os
and said, "Here we are, a couple of guys, and have this
patent, and these are all of the other things that we
want to do. And we would |ike you to invest in our
conpany to get us started.”

And they | ooked at us |like a couple of guys that
had a patent on an internal conmbustion engine that ran on
seawat er and we were at Exxon asking themto put up the
noney. So we recognized after a while that we woul d
probably have to do a bunch of other innovation before we
could get the skeptical record | abel executives and novie
studi o guys to conme on board.

So we were able to raise and spend $24 mllion
doi ng a whol e bunch of other innovation that becane the
basis for nore patents and enabled us to shift from nusic
to novies and build the systens, do all of the stuff, but
we were doing it because we had the noney fromthe
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pat ents.

We went to the skeptical copyright holder. They
kept throw ng higher and hi gher and hi gher burdens. W
kept getting over them And finally, we canme back. W
were |ike, "Okay, you want the broomstick of the w cked
witch of the west. We delivered it. Can we go to Kansas
now?" And they still -- that's a whole different story,
but you know they still are w thhol ding the copyright.

So | think we are a case study in the initial
patent, which a | ot of people piled on after us and tried
to get nmethod patents or a particular way of doing
busi ness el ectronically.

W were so many years before that that we were
already in the second generation with our patent process,
whi ch was solving all of these other problens for them
But the problemis we get all painted with the sane
brush: one-click, two-click. That's a lot different than
years of solving each problemto try and get a skeptica
copyright holder to release their novie or their nusic
el ectronically.

MR. BURK: | have to say that one of the things
t hat concerns ne about sonething |like the Amazon patent
or the patent on the peanut butter and jelly sandw ch or
the golf swing patent or the other ones that have gotten
into the popular press is that if people |like Scott are
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usi ng patents for nontraditional uses, or not the
traditional, "I'mgoing to license this and coll ect
royalty," use, if you're using it to convince skeptica
busi ness partners or to bring something to the table in a
joint venture -- and the public has begun to | ose
confidence in the patent system because they have heard
so nmuch about what | ooked to themlike ridicul ous or
obvi ous or what shoul d be unpatentable types of itens --
t hat you begin to get this kind of reaction that Scott
experi ences where you show up with something that's truly
i nnovati ve.

You have a patent on it and it no | onger has any
currency because the public or investors no |onger
believe that the patent office or the courts have done
their job so you have sonmething that's actually val uabl e
to bring to the table in your business transacti on.

MS. DeSANTI: That relates to a -- well, go ahead,
Mar K.

MR. WEBBINK: | was just going to ask, having not
been involved in patent litigation directly nyself at
this point, if one of the other panelists would just
speak, just for the record, about the cost of patent
litigation generally because | think that needs to be
wel | under st ood?

MR. GABLE: Ten mllion bucks.
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MR. SANDER: How about many mllions? It depends
on who you're up against. It depends on what the patent
covers and what's at stake. And in our case we just had
a very decisive first-round victory in the Markman phase
of our trial.

But if | had to venture a guess on Bertel smann's
side, we were adnoni shed by the judge when we were al
begging him could you please issue this ruling because
it matters to us in time of -- we don't have tine |ike
t hese big huge conpani es.

And he adnoni shed everyone in the courtroomon a
schedul i ng hearing and said, "I rem nd you, M. Sander,
you have never been here with | ess than several |awers.
And | rem nd you, Bertelsmann, that you have never been
here with |l ess than an arny of |lawers. And there's nme
-- the judge and his clerk."

And he said, "We are trying as hard as we

possi bly can. And you will have it." And he did finally
get it and it was very, very good for us. But if | had
to take a stab | would say it was $9-$12 mllion if | had

to guess their side of it and add it to our side.

MR. BURK: Let me just say that ten years ago for
patent |aw class we used to get 10 or 12 students. Now,
on a bad senester | get 40 or 50. On a good senester |
get 70 or so. So people know that there are jobs doing
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this kind of thing. That market indicator should tell
you how nmuch noney there is available for attorneys to
make which tells you how nmuch the businesses are spending
on these kinds of suits.

MR. BLACK: And al though I am an attorney, that's
not the way we want to build the econony.

MR. BURK: Well, the Japanese have a saying that
engi neers make the pipe bigger whereas | awers deci de how
to divide it up.

MS. DeSANTI: Well, | guess that relates to a
guestion that we wanted to pose about the role of
uncertainty with respect to patents or with respect to
antitrust rules. |Is there a role that uncertainty plays
in how the conpetition evolves in this industry, both
with respect to uncertainty about patents, patent
quality, patent validity, and other aspects of it?

MR. GABLE: | think the biggest question -- | had
a very interesting conversation with Scott -- is after
you have gone through and you have done the best job you
can in order to secure a valid patent that is patentable
over the closest prior art, you always fear, | think,
that there will be sone new di sclosure, sone article,
sonme product that has been sold, perhaps just a piece of
software that has been sold, that has gotten no
di sclosure at all that could be an effective reference
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agai nst your patent. And there is always that
uncertainty and I would |ike, perhaps, Scott to describe
hi s bounty approach to obtaining references.

MR. SANDER: We were subject to a new idea which
is pretty clever called Bounty Quest. And Bounty Quest
was -- | think it actually had some noney from Jeff Bezos
as one of the investors if I"mcorrect. And they put out
a $10,000 reward typically on these things, but for the
Si ght Sound, for the Hair patents, the SightSound patents,
t hey put out their highest bounty ever of $40,000. And
then it erroneously got into the nedia that this bounty
had been paid for our patents.

MS. DeSANTI: Can you just clarify for the record,
this is a bounty for people to conme and say we have
i nvalidating prior art or whatever?

MR. SANDER: Yes, yes. So it uses the power of
the Internet to search the entire world to | ook for
anything that's allegedly prior art. And so they awarded
a $10,000 reward on patents called the Kaplan patents, |
believe, or they're called the Intouch patents.

So they gave a reward of $10,000 for somebody
that came up with sonething. That was patents on nusic
sanpling. And the problem was that sonehow t here was
sonmet hi ng wong on their website or whatever and they
actually - - sonmebody got confused and thought that they
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gave out the award for the Hair patents. They did not.
The Hair patents survived the $40, 000, not the $10, 000
Kapl an chal | enge, but the $40, 000 Hair chall enge. And
they actually issued a clarifying statenent saying that
the process of surviving this Bounty Quest -- and we're
still on the island. W weren't voted off or whatever --
that it actually served to strengthen the argunment that
our patents were valid.

And as an aside, the ones that |ost -- we should
have gone for the ten grand because the patents -- this
goes exactly to what we're tal king about today. The
patents that were at issue and the bounty that was
actually paid were filed for the year after we sold the
first nusic, and when we sold that nusic there were 30-
second free sanples as part of the downl oad.

So | think our business practice probably back in
1995 existed as that prior art but you couldn't go back
and re-create 1995 and nobody cared that we were selling
nmusi ¢ downl oad back then. And Jeff Bazos wasn't Man of
the Year until 1999 and what ever.

So it is problematic when you lunp all of these
t hings together. But not to be overly quaint and quote
Teddy Roosevelt one nore tinme, but this has less to do
with the patent portion of it and probably nore with
antitrust.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

160

But we lived through an era where that's all we
were | ooking for, what's the deal? W have the patents.
We're trying to do the right thing. W're trying to play
by the rules. And there were two ways of doing the
busi ness, our way where people got paid, and the whole
Napster, MP3.com all of this craziness was going on at
the same tine.

And Teddy Roosevelt once wote, he said, "It's
absurd and nuch worse than absurd to treat the deliberate
| awbr eaker as on exact par with the man eager to obey the
| aw whose only desire is to find out from sone conpetent
governnmental authority what the law is and then live up
to it."

And we thought we were living in this sort of
Alice in Wonderl| and upsi de-down worl d where Napster was
cel ebrated and we were crucified because we had patents
and they were just stealing all the copyrights. So we
really do need hearings like this to get sonme order back
to the discussion and say, "Look, we don't want patents
that are issued badly, but they're property."” And
M chael Eisner sits up there and yells at Bill Gates and
says, "You're stealing nmy property,” and then |I'm sayi ng
to Mchael Eisner, "You're stealing nmy property,"” which
he's not -- he announces an intent to with their
Movi el i nk and Movi es. com servi ces.
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And right now there's all these people just
poi nting fingers at each other. And the Anmerican
consuner is, in our business, just stealing the stuff
because nobody will lay down their arnms | ong enough to
start selling it to them

So your help is appreciated and even if it's not
| egislation, which | hope it's not, it's probably just
getting the nmedia back on track through hearings |ike
this that there needs to be sone rational thought about
t hese things.

MS. DeSANTI: Thank you. Ed.

MR. BLACK: On uncertainty, just, | think, from
talking to CEGCs in ny industry for many years on many
subj ects, they don't like uncertainty. They want
certainty. Uncertainty equals unproductiveness and
expensi ve overhead, frankly, costs that they don't want.
Havi ng said that, they m ght well prefer uncertainty to
really bad rules, laws in that regard. So it does not
say, "Just make it clear whatever you do," isn't
acceptable, but it is inmportant. And in these areas, |
t hi nk, one of the reasons | think we would like to see
sone reforms in the patent processes is exactly so when
the patent is issued you can say, "Boy, that is really a
solid patent."” And people can take it to the bank and
feel good about it.
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Thi ngs can al ways disrupt it but the higher
degree of certainty, | think, is better, which arguably
says we should be shrinking, not trying to massively grow
that base of intellectual property. And | do think on
the conpetition side of the equation we have w tnessed |
t hi nk sonme policy -- there's law and there's policy. And
we' ve got enforcement and we've got rules. And | do
think there is danger that wi de swings in policy overl ay
over the law helps to undermne the credibility and the
effectiveness of the |law for everybody in ternms of,
again, predictability.

And right now we're, | think, very concerned that
there seens to be, there had been -- just real quickly, |
think there had been a sense that in the '70s it got
overly regul ated and detailed. 1In the '80s the pendul um
swung the other way and it kind of was anything goes.
'90s was the feeling that it was com ng back into nore
even keel and nowit's, I'mafraid, we're sensing a real
sense that antitrust policy just lost its clout as a
credible, desirable policy outcome. And I think in
addition to disagreeing with that substantive outcone |
am unhappy about the swi ng pendul um aspect of policy
evol uti on.

MR. GABLE: One further thought that hasn't been

brought up so far, and Bob and |I have discussed it a
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little bit, and that is the possibility of an effective
reexam nation procedure. What is the answer to the
clearly invalid annoying patent that is capable of great
m schief in this use?

One sinple answer woul d be the reexam nation
procedure. We do have such a procedure in the patent
office, but there are significant defects in it,
primarily that the person challenging the patent hol der
is at a significant disadvantage procedurally. And if
you |l ose, if you're challenging a patent and you | ose,
then you're barred, you are estopped with the result that
your device would infringe a certain patent.

If some small nodifications could be nmade to the
present system whereas the field would be nore |evel for
both the patent hol der and the chall enger of the patent
and if they both have equal access to review,
particularly to the Federal Circuit, such a procedure
woul d be a very effective, at |east conparatively to the
$12 million or $1 mllion it would not cost that in order
to knock out these patents which are overly broad.

MR. BURK: Let me qualify that just a bit because
that's been the subject of sonme discussion, certainly in
the active research literature about broadening or
changi ng or extending the reexam nation process.

And it's certainly an idea worth exploring but
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sonme of the objections that have been raised to that is
we al ready have an overburdened patent office. And so at
| east without making sone real changes in the way things
are done, it doesn't seemto nake a |ot of sense to dunp
back onto them again things that they have al ready | ooked
at once.

And maybe a | ess kind and | ess gentle objection
has been that there may not be nmuch incentive for the
patent office to | ook as carefully as they m ght at
sonething that's already been through there once. There
may be some institutional noral hazard, you m ght say, in
| ooki ng at that.

So whi chever way you want to take that, whether
its an overburdened patent office or sonme institutional
difficulties, that may not be the total solution. |
think Lew may have nentioned inadvertently another part
of the solution, which is he tal ked about m suse. And we
have essentially gutted the doctrine of patent m suse
over the past few years.

It may be that we will have to revisit that
penalty of nonenforcenment for m susing of patents. It
m ght create a credible deterrent for trying to get and
enforce patents that shouldn't be enforced.

Notice, interestingly enough, that the

renai ssance in msuse over the past few years has been in
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the area of copyright of software where people have tried
to enforce or overreach with regard to their software in
t he copyright context. It may nake sense to rel ook at
the question of m suse of the patent software context as
wel | .

MS. DeSANTI: Thank you. As a follow up let ne
ask if any of you have observations or insights or
experiences related to the burden that is put on the PTO
under the case law to justify the rejection of an
application? One would just think logically that if
there is a burden of proof to show that, in fact, the
application should be rejected, then that m ght prove to
be an additional hurdle, in close cases, as you say, Lew,
to ensuring that in fact patents that are of the proper
quality are issued.

This is an issue that's been rai sed by sone and
| m wonderi ng whet her any of you have observations or
t houghts related to it.

MR. GABLE: Maybe | can get a little
clarification. You nentioned cited case |aw. Wen you
get a rejection fromthe patent office it usually nanes
the patent that's being cited or perhaps sone article
that is being cited. And the patent office in the | ast
five, ten years is doing a better job of formatting what
goes into a rejection.
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Under these internal guidelines of the office,
you need to state where each elenent in the claimthat is
under exam nation is found in the prior art. And
typically, what you have is the cited patent shows and
then they take the claimthat is being exam ned and try
to show in the asserted reference what el enent neets
t hat .

And if they can make a clear teaching that each
reference, each elenment of the claim is nmet by the
reference then that patent is validly rejected. O
course, then as a patent attorney we go back and take a
| ook, elenent by elenent by elenment, to see if there is a
clear teaching. And that is one of the very difficult
skills to teach the exam ner.

There is fair application and there is
application, particularly of say a young exam ner who
really has not gone through this process and is not
applying the reference elenment by elenment in a clear way.

MR. BAHR: | think the question you were asking
was under current Federal Circuit case |law, the office
has the burden of establishing unpatentability of a claim
to reject a claim

MS. DeSANTI : Correct.

MR. BAHR: And | think you were asking would

t hings be better if say the applicant had the burden of
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establishing that a claimwas patentable before we
allowed it?

MS. DeSANTI: Thank you, Bob. That was ny
questi on.

MR. GABLE: COkay. | mssed it.

MS. DeSANTI: That's okay. Well, Bob articul ated
it better.

MR. BAHR: From Patent Office |ingo.

MR. BURK: When we're thinking about procedure in
general, whether it's at the patent office or anywhere
el se, we typically want to calibrate a burden of proof or
standard in such a way that the burden rests on the party
with the nost information.

And ny sense has been, at least in the areas |I'm
nost famliar with, and Lew or others can correct if this
is different in the software area, but the party applying
virtually always has nore information than the patent
of fi ce does.

And given what we know about the burden on the
patent office and at | east sone studies indicate the
pat ent exam ner spends a total of naybe 18 hours with an
application that is making its way through the patent
of fice.

It's unlikely the patent office is going to

devel op better information than the party has. And so
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froma policy standpoint you would think that we would
want to calibrate things in such a way that the burden be
on the party to produce the information rather than the
patent office to try and develop the informtion.

MR. GABLE: There is sonme procedure at the patent
office. | mean there's the duty of candor that the
applicant and applicant's attorney owes to the patent
office. And if you have sonme information, whether it's
prior art or anything else that would affect the validity
of the patent, as an attorney, as an inventor applicant,
you're under an obligation to disclose that. And if you
fail to do that, that of itself could invalidate your
patent. So usually npst patent attorneys are very
scrupulous in citing everything they potentially can have
to the office.

MR. BURK: | think maybe part of what nakes the
guestion is, under current Federal Circuit case | aw that
duty of candor is always conpletely toothless. You're
right. But if you aren't candid -- you're right; in
theory, it should invalidate the patent but virtually
never does. So there's no real penalty there for failing
to come forward or to be as diligent as you could be.

MS. DeSANTI: Anot her issue that has been raised
is that there is a duty of candor with respect to what
you know al ready, but there is no duty to search. And
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we' ve been told by sone conpanies during these hearings
that they go out of their way not to search because they
don't want to know about things and then be accused of
wi Il ful infringenent subject to treble damges
subsequently. And any views on that?

MR. BURK: Just the sane one | expressed a noment
ago that you want to put the burden -- | nean, always in
court, in an agency, anywhere -- on the party that has
the nost information or has access to the nost
i nformation.

MR. GABLE: Well, there are sone incentives that
are not witten into the rules of the patent office of
the statutes. |In talking with Scott here on his patent
application, one of the things that they did with the
results of their searching was to give it to the patent
of fice.

There were an extrenme nunber of references
i nvol ved, but the reason you would do it, and it has
nothing to do with the rules, is that by putting this
much prior art into the record of exam nation, you
certainly probably have given the patent office the best
references they' Il find.

But it also establishes a level of validity. In
ot her words, to seriously challenge the validity of this
patent | ater you woul d probably have to find a reference

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
o A W N B O © 0 N O O » W N B O

170
that's not included in the subm ssion of the applicant to
the patent office.

And so, you can alnost tell nme to |look at a
patent on the front page, how many references are cited
against it, | take it as a neasure of the effort. |If you
go a couple of pages of references, you have been very
diligent in bringing the prior art to the patent office.

MR. BLACK: | suppose | woul d think, though, that
if we wanted to put patents into different notivations
for getting patents, which is not that easy, it's
conpl ex. But nevertheless, the attenpt that sonme people,
they're getting in there. The rationale that | think
they came up with, we don't want to know too nmuch, we can
use for leverage. W can use it for trading or we're big
enough to bargain and pressure people.

You get a different dynamc. | think what you
describe, Lew, is the traditional ideal nodel of sonebody
who really has got sonething, wants to go in and get a
patent, license it, what | think we all thought was the
core purpose of it and what I'msaying, | think if the
patents are going to be done, the different kind of ganmed
system then that nodel doesn't work for a |ot of people.

And, in fact, the instinct to not do that
research, to not know all of that information, those
t hi ngs becone nmuch nore cost effective little strategies
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to process through the system

MS. DeSANTI: Well, I'"mnot quite sure where the
siren sound cane from but | was wondering whet her
soneone had a tinmer on because we are comng to the end
and what 1'd like to do is give everyone a chance to make
any closing statenents, cover any thoughts you have that
haven't been raised so far. Mark.

MR. WEBBI NK: Just to cover a few points and
Robert's been very patient listening to us rail to sone
extent on the patent process. But | don't think any of
us look at it as sonmething that is institutionalized
necessarily into the Patent and Trademark Office other
than as it is treated |egislatively.

There are sonme curative neasures and sone of them
are |legislative. Funding, which has been a sore spot for
any of us who have practiced in this area, the fact that
reported user fees are |evied on peopl e seeking
protection, intellectual property protection, |ogic would
dictate that those user fees should go to fund the
organi zation that's trying to prosecute and deal with
those matters. And yet those funds are diverted to the
general fund of the government and away fromthat office.
And then the office is considered overburdened. It seens
l'i ke we've got a disconnect there.

| think the issues of patent m suse need to be
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revisited. The issues of disclosure, especially within
the area of software and business nethod patents, and
while we have a systemthat attenpts to put the sane shoe
on every foot regardless of technol ogy one has to
guesti on whet her that ought to be the case, whether there
are different realities that exist for pharmaceuti cal
versus software, for chem cal patents versus nechanica
patents. And should they, in fact, all be treated
differently or the sane?

These are, in fact, legislative matters that need
to be dealt with and | don't see any groundswell. If
anyt hi ng where we're seeing the groundswel |l of
| egi sl ation being pushed is for stronger and stronger
measures, crimnalizing practices that have been
previously noncrim nal practices, industries that have
great financial strength go into Congress and say there
is no technology that would allow ne to safely downl oad
my digital content so we need the governnent to take
action and step in on this matter.

Well, in fact, there is technol ogy that woul d do
it. And they know that there is technol ogy that would do
it. So there are a host of legislative issues. | then
| ook at the folks that we've got before us and | say, for
the rest of us, where's our protection? And it's with
t he agencies that are sitting right here.
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[t'"s with the Departnment of Justice and it's with
the FTC, and asking you all to focus on these matters in
the manner that you have, but understand that there is a
reality out there that |I'mnot sure the average nenber of
t he public understands about how business is being
conducted in this country right now.

MS. DeSANTI: Thank you. Scott?

MR. SANDER: 1'd like to just finish up by saying
t hat bi gness does not necessarily equal smartness nor is
bigness in itself a crine. Let nme give you two exanpl es.
| told you the story of Arthur Hair and our patents and |
think we are -- | hesitate to use the term "poster
chil dren” because it makes us seem very nuch |ike victins
and we're not -- but we are the classic case of where we
have got it fair and square. W used it right and then
everyone woke up and took notice. That seens to nme why
t he patents should be issued on one hand.

But then |I've had a personal experience. | have
five young children and nmy youngest of the five children
has bone di sease that called osteogenesis inperfecta.
It's called brittle bone disease.

And a pharnmaceutical conpany figured out a way to
use this class of drugs called Bi sphosphonates to treat
this and ny daughter, who is now seven, fromthe tine she
was two to the tine she was four, she broke her | egs
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seven tines. Every time she would |learn to wal k again
she woul d break her | egs.

Fromthe time that we took her, actually to put
her into this experinmental drug treatnent, until today
she hasn't had any fractures and this Christmas she
danced in the Nutcracker with her sisters.

And they did that because they nmake these drugs
because they get the patents and they can put nore noney
intoit. So l'mgoing to |leave all of that to you people
because it is not that sinple. It does matter. And sone
day Si ght Sound Technol ogi es may be a very big conpany and
| hope that we use our patent rights well. And I think
t hese i ssues have to be bal anced.

MS. DeSANTI: Thank you. Well, thank you all very
much for com ng. This has been an extrenely interesting
di scussion and | would ask you to join me in thanking our
speakers as wel | .

(Wher eupon, the hearing was

concluded at 3:54 p.m)
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